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Social Imbalance: Where Do We Stand? by Campbell R. McConnell. 


The problem of social imbalance is discussed in terms of its major characteristics, 
its implications, and, at some length, in terms of its basic underlying causes. The 
manner in which ideological, attitudinal, political, and economic forces have al- 
legedly contributed to the problem are systematically outlined, and criticisms of the 
social imbalance thesis are explored. Does social imbalance really exist? Will in- 
creased public spending resolve social imbalance? Are the economic and noneco- 
nomic costs of correcting social imbalance prohibitive? Finally, presuming social 
imbalance does, or could, exist, a number of possible solutions are examined, ranging 
from disarmament and an accelerated growth rate, on the one hand, to the increased 
use of sales taxation and the notion of a “socially optimum” budget philosophy, on 
the other. 

Mr. McConnell is associate professor of economics, University of Nebraska, and was 
formerly an instructor at the University of Iowa. His Elementary Economics: Principles, 
Problems and Policies has recently been published. His writings also include articles on 
labor economics and labor problems. He is currently engaged in a study of research activity, 
product diversification, and product differentiation among small manufacturing firms for 
the Small Business Administration. 


Some Factors Influencing the Monetary Economy in the 1960's, by Robert W. 


Storer. 


Postwar activation of an initially redundant money supply has financed some 
two-thirds of the period’s increase in gross national product, while an increase in 
the money supply has financed only one-third. This increase in money velocity has 
involved a decline in the cash liquidity of banks, businesses, and consumers. The 
economy has been approaching practical limits in both aspects of this process. 
Accordingly, continued expansion in GNP must be financed in greater degree by 
expansion of the money supply — primarily bank demand deposits. But augmenta- 
tion of bank-held private debt (and bank deposits) is retarded by some inadequacies 
of private creditworthiness and banking capital. Part of the answer may prove to 
be in moderate Treasury deficit financing. 

Mr. Storer is vice-president and bank investment officer of the Manufacturers National 
Bank, Detroit. He was formerly assistant vice-president of the Mellon National Bank and 
Trust Company, Pittsburgh, and investment secretary of the Phoenix-London Group, New 
York. Numerous articles by Mr. Storer have appeared in The Financial Analysts Journal, 


the most recent being “Stock Prices — Selectivity and Breadth,” in the November- 
December, 1960, issue. He has conducted technical studies of the stock market and bond 








market and is well known for the development and interpretation of leading indicators of 
stock prices and business. 


Mathematics and Economics: The Contemporary Prospect, by Robert Clower. 


Increased use of mathematical notation and techniques of analysis in economics 
is a natural consequence of the increasingly econometric orientation of the discipline. 
Whether this is good or bad is no longer a serious question. What is important is 
the probable consequences of this development for the future of economic science: 
its implications for theoretical and empirical research, the training of graduate 
students, and the survival of the older literary tradition. This essay attempts an 
objective appraisal of these and closely related issues. Its purpose is to encourage 
discussion of some pressing practical problems that have been ignored or overlooked 
in earlier academic debates about the methodology of mathematical economics. 

Mr. Clower is associate professor of economics and chairman of the Department of 
Economics, Northwestern University. He was formerly a visiting professor of economics at 
the University of the Punjab, Lahore, Pakistan, and assistant professor of economics at 
Washington State University. He is currently field director of the Northwestern University 
Economic Survey of Liberia. He is co-author of Introduction to Mathematical Economics 
and has also written in the fields of monetary theory, Keynesian economics, economic 
development, and econometrics. 


Implications of Labor Force Developments for Unemployment Compensation, by 
Richard A. Lester. 

In the past twenty years, there has been a relative increase in the number of 
persons engaging in part-time or seasonal employment. Such partial or intermittent 
attachment to the labor force has become particularly common among secondary 
and semiretired workers. Also, the average duration of out-of-work periods has 
lengthened and involuntary part-time unemployment has increased. This paper 
examines these developments, the effects of unemployment compensation benefits 
on labor mobility, and the use of benefits to subsidize low-paid irregular work. It 
also considers implications for future policy. The author concludes that further 
analysis of eligibility requirements and employment qualifications is needed, that 
serious study should be given to extended duration of benefits based on employment 
records, and that there should be a searching analysis of deficit accounts. 

Mr. Lester is professor of economics and a faculty associate, Industrial Relations Sec- 
tion, Princeton University. He becomes chairman of the Department of Economics at 
Princeton University on July 1. He is a former member of the faculties of Haverford 
College, the University of Washington, and Duke University. During World War II, he 
served with the Office of Production Management, the War Manpower Commission, and 
the National War Labor Board. Since 1955, he has been chairman of the New Jersey 
Employment Security Council. He is the author of numerous works in the fields of labor- 
) om agama relations, wages, and social insurance; his most recent book is As Unions 

ature. 


Faculty Values and Business School Problems, by Thomas A. Petit. 


To a large extent, the organizational effectiveness of the business school depends 
on faculty solidarity. But because of the diffuseness of the business administration 
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discipline, there is no common value system to which all faculty members can 
subscribe. The resulting lack of faculty integration is the source of the most serious 
organizational problems of the business school. Faculty integration can be strength- 
ened by adopting the value system of a superordinate social system of which the 
business school is part. Creative leadership of the business school requires that the 
dean and other leaders accept their responsibility for building values into the social 
structure of the organization and exemplify the value system by their personal 
conduct. 

Mr. Petit is currently assistant professor of marketing and assistant dean of the Grad- 
uate School of Business Administration, University of California (Los Angeles). Beginning 
in September, 1961, he will be professor and director, Breech School of Business Admin- 
istration, Drury College. During 1959-60 the author was a Ford Foundation postdoctorate 
fellow in the behavioral sciences at Harvard University. His fields of research and writing 
include social control of business, the theory of business enterprise, and management philos- 
ophy. He has written for the Journal of Industrial Economics, the California Management 
Review, and other journals. 


Cyclical Timing of Municipal Bond Issues, by Manuel Gottlieb. 


Municipalities have much to gain by timing bond issuance to cyclical changes 
and financing interim building needs through the use of short-term loans. Two 
categories of cyclical changes are analyzed: a 12-15 week specific bond cycle and 
the standard short postwar business cycle averaging 46 months. Bond yields have 
regularly conformed to the short cycle for over a hundred years. The amplitude of 
fluctuation of municipal bond yields has been marked. Roughly 10 percent of bond 
sales in recent years have been influenced by timing considerations. 

Mr. Gottlieb is associate professor of economics at the University of Wisconsin at 
Milwaukee and was formerly a member of the faculty of the University of Kansas and an 


economist with the United States Military Government in Germany. His fields of special- 
ization include business cycles, applied price theory, and public finance. 


A Critique of Contemporary Institutionalism, by Philip A. Klein. 

Although the institutionalist controversy has died down to a large extent, there 
is evidence that many of the issues raised in that controversy are far from solved. 
The present discussion is devoted to that group of economists who consider them- 
selves to be contemporary institutionalists and takes the position that institution- 
alism does indeed have a potential contribution to make to current economic anal- 
ysis. Such contribution awaits recognition by institutionalists that conventional price 
theory has been profoundly changed in recent years and that the normative impli- 
cations of emergent prices are correspondingly altered. If the process of price 
determination is carefully distinguished from the normative implications of prices, 
it is possible to dichotomize price theory and value theory; and institutionalists 
might proceed to the critical evaluation of the market mechanism and its relation 
to the problem of value, which they have always insisted was their primary concern. 

Mr. Klein is assistant professor of economics at the Pennsylvania State University and 


has been a member of the research staff of the National Bureau of Economic Research 
since 1956. He was formerly an instructor in economics at Carleton College. He is a 
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co-author of Changes in the Quality of Consumer Instalment Credit and has also written 
on consumer credit and business cycles. 


Changes in the Federal Income Tax — Review and Preview, by Charles ]. Gaa. 


Important developments in federal income taxation have recently taken place or 
are under consideration. Some of the more significant changes in 1960 and 1961 
arising from legislation and from rulings of the courts and the Internal Revenue 
Service and the prospects for further modifications in 1961 are outlined. The posi- 
tion of President Kennedy and the Administration on tax matters is summarized 
briefly; emphasis currently is on broadening the tax base, with the expectation that 
a reduction in tax rates will follow. Main topics treated are business operations, 
investments, foreign income, partnerships, trusts and estates, corporations, individual 
taxpayers, problems related to employment, and administration of the law. 

Mr. Gaa is professor of accounting at Michigan State University and is a past president 
of the American Accounting Association. He was formerly a member of the faculties of the 
University of Michigan, the University of Illinois, and the Amos Tuck School of Business, 
Dartmouth College. His government service has included positions with the Atomic Energy 
Commission, the Office of Price Administration, and the Internal Revenue Service. Among 
his publications are The Taxation of Corporate Income and articles and reviews in the 
Journal of Accountancy, the Accounting Review, and other journals. 





Social Imbalance: Where Do We Stand? 


Campbell R. McConnell 


The primary purposes of this paper are to 
synthesize, expand modestly, and commu- 
nicate the views of several leading econ- 
omists who are convinced that a serious 
problem of social imbalance exists in our 
society; to outline several criticisms of, 
and counterarguments to, the social im- 
balance thesis; and to analyze various 
policy recommendations designed to alle- 
viate the social imbalance problem, should 
it exist now or in the future. 


THE NATURE OF SOCIAL IMBALANCE 


A number of well known economists — 
particularly Alvin H. Hansen and John 
Kenneth Galbraith — have argued that 





* Writing in 1957, Alvin H. Hansen devoted 
a penetrating chapter of his The American 
Economy (New York: McGraw-Hill, 1957) to 
the problem of social priorities in a rich society. 
However, the development and detailed analysis 
of the concept of social balance awaited John 
Kenneth Galbraith’s The Affluent Society 
(Boston: Houghton, 1958). Galbraith, the 
poet laureate of the economists, incisively an- 
alyzes the causes and implications of social 
imbalance in this major work. Hansen’s Eco- 
nomic Issues of the 1960s (New York: 
McGraw-Hill, 1960), further develops the 
social imbalance theme. W. W. Rostow has 
viewed some of the consequences of social im- 
balance in a wider context in Book 6 of his 
The United States in the World Arena (New 
York: Harper, 1960). Francis M. Bator deals 
directly and skillfully with The Question of 
Government Spending (New York: Harper, 


1960), analyzing statistically the economic role 
of government and exploring the major eco- 
nomic and political implications of these data. 


the evolution of the United States from a 
nation of relative poverty to one of rela- 
tive abundance has created a distortion in 
the composition of the economy’s total 
output. It is asserted that the increasing 
affluence of American capitalism has been 
accompanied by a lack of social balance. 
That is, an inefficient allocation of re- 
sources between private goods and serv- 
ices, on the one hand, and social goods 
and services, on the other, has arisen. 
Television sets, automobiles, and a prof- 
ligacy of gadgetry are produced in abun- 
dance, while education, police and fire 
protection, streets and highways, and a 
myriad of basic community services are 
slighted. In short, it is contended that the 
development of our economy has fostered 
the poverty-amidst-plenty problem in a 
new guise: private goods abound, but 
social goods are remarkably deficient. 

It must be acknowledged at the outset 
that the question as to whether social im- 
balance actually exists is ultimately an 
ethical one; that is, it is a question of what 
the proper or optimum balance of private 
and social goods ought to be. It is impos- 
sible to compare scientifically the marginal 
utility of an extra dollar spent on an elec- 
tric can opener or power mower with that 
of a marginal dollar of expenditures on 
education or space research. Yet Hansen 
and Galbraith argue that there is substan- 
tial evidence which lends credence to the 
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position that social imbalance now exists 
as a basic economic problem. Simple ob- 
servation — evidence of the eye — is said 
to be abundant: overcrowded and ill- 
equipped schools, a paucity of parks and 
recreation areas; overcrowded streets and 
inadequate highways; underpaid and un- 
dermanned police forces; and so on. Sim- 
ple statistical comparisons may also be in- 
voked as evidence. In 1959 United States 
consumers spent $18.3 billion on recrea- 
tion as compared with the $17.0 billion 
which the three levels of government 
spent on education. Approximately $11 
billion was spent on advertising, some $7 
billion on tobacco products, and $15 bil- 
lion on automobile purchases, as opposed 
to total (public and private) spending of 
$10.2 billion for research and develop- 
ment.” 

What of more comprehensive statistical 
information on the question of social im- 
balance? Francis M. Bator has explored 
this general problem, deriving elaborate 
statistics on the economic role of govern- 
ment. Most pertinent for our discussion, 
he has sought to determine the trend of 
government purchases on social goods and 
services by subtracting defense expendi- 
tures from total government spending on 
goods and services, on the one hand, and 
from gross national product on the other, 
and comparing the two. By contrasting 
government’s nondefense purchases of 
goods and services with the size of the 
nondefense GNP over a period of years, 
we can envision what share of “civilian” 
GNP has been in the form of social goods 
and services. His data show that govern- 
ment’s nondefense spending as a percent- 
age of nondefense GNP rose from 7.5 per- 





* Data from Survey of Current Business, July, 
1960, and Statistical Abstract of the United 
States, 1959. Research and development figures 
are for 1958. 


cent in 1929 to 13.4 percent in 1939, only 
to decline to 10.3 percent by 1957. Bator 
offers this conclusion: 

It appears ... that of the resources left 
over for private and public “civilian” con- 
sumption and capital formation — left over, 
that is, after military provision for survival — 
we have been committing in the postwar 
period only a slightly larger fraction to such 
communal uses as schools, roads, sanitation 
and urban renewal, etc., than we did in 1929, 
and a smaller share than in 1939 and 1940." 
Bator’s per capita data are also revealing. 
Per capita real nondefense spending by 
government was approximately the same 
in 1957 at $234 as in 1939, despite the 
fact that total real civilian output per 
head increased from $1,514 to $2,281 in 
the same period. 


SOCIAL IMBALANCE 
AS AN ECONOMIC PROBLEM 


Those who embrace the social imbal- 
ance thesis argue that it constitutes a 
first-rank economic problem because it 
embodies a misallocation of resources, con- 
stitutes a threat to economic stability and 
full employment, and has critical implica- 
tions for the economy’s rate of economic 
growth. 


The Allocation of Resources 


As already noted, social imbalance sug- 
gests a misallocation of economic resources 





* Bator, op. cit., pp. 21-22. A 1957 study of 
the National Planning Association reached a 
similar conclusion: ‘Thus, public expenditures 
for nondefense purposes amounted to approxi- 
mately the same percentage of total production 
in 1955 as they did in 1929. Yet 1929 was a 
year of extraordinarily high private spending 
and relatively low government spending. In 
contrast, 1955 was a year in which state and 
local government expenditures continued to 
increase in an effort to catch up with these 
deficiencies [in social goods].” See National 
Investment for Economic Growth (Washington: 
National Planning Association, 1957), p. 7. 
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and, therefore, a failure of the economic 
system to maximize the satisfactions of 
society. More specifically, private goods, 
because of their very superabundance, are 
now relatively low priority (low marginal 
utility) goods; the production of addi- 
tional private goods is not a matter of 
very high urgency. In contrast, the very 
paucity of social goods makes them rela- 
tively high priority (high marginal utility) 
goods; the production of more social goods 
is a matter of relatively high urgency. It 
is argued, in brief, that given an initial 
position of social imbalance — too much 
private and not enough public goods — 
a reallocation of resources in favor of the 
latter is a rechannelling of resources away 
from low toward high marginal utility 
employments. This obviously accomplishes 
an increase in the total satisfaction (util- 
ity) of society. 


Economic Stability 


Social imbalance is also a crucial eco- 
nomic problem because of the contribu- 
tion it might make to economic instability 
and unemployment. Galbraith has empha- 
sized that a sustained demand for private 
consumer goods has become highly de- 
pendent upon the want-creating activities 
of the admen and the willingness and 
ability of consumers to increase their in- 
debtedness. Now, if a point is reached 
where the myriad of claims and counter- 
claims of advertisers renders consumers 
immune to the claims of all, or, if any of 
the innumerable uncertainties which char- 
acterize our economy should interrupt the 
expansion of consumer credit, then con- 
sumption spending would decline and, 
ceteris paribus, unemployment would re- 
sult. The reduction or amelioration of 
social imbalance would lessen the possibil- 
ity of these difficulties arising. 

Since public wants are not contrived, they are 


not subject to a failure of contrivance. Since 
they are not sold on the installment plan, 
they are not subject to curtailment by any 
of the factors which make people unwilling or 
unable to incur debt. Thus the better the 
social balance the more immune the economy 
to fluctuations in private demand.‘ 

To these contentions might be added the 
simple fact that social balance might con- 
tribute to stability for the simple reason 
that the production of public goods is not 
motivated by profit considerations.® 


Economic Growth 


The final reason for the great signifi- 
cance of social imbalance as an economic 
problem may well be the most crucial of 
all. The manner in which a nation 
chooses to divide its current output be- 
tween public and private goods may well 
have a bearing upon the size of that econ- 
omy’s future output. More specifically, 
the present relationship between private 
and social goods may be an important 
determinant of the nation’s economic 
growth potential. This is so because many 
basic social goods — e.g., education, basic 
scientific research, and preventive medi- 
cine — are important factors contributing 
to the process of economic growth. Thus 
a current public-private goods choice 
which puts heavy emphasis upon such pri- 
vate consumer goods as automobiles, tele- 
vision sets, and air conditioners and there- 
fore slights the aforementioned social 
goods is necessarily reducing its potential 
rate of growth in so doing. Bluntly put, a 
nation which becomes overly obese with 
consumer goods may, by that very act, 
undermine its future economic health. 


Some International Implications 
In view of the current Soviet challenge, 





* Galbraith, op. cit., p. 279. 
*See, for example, Hansen, Economic Issues 
of the 1960s, p. 147. 
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the economic, political, and military over- 
tones of these three points cannot be mini- 
mized. The misallocation-of-resources as- 
pect of the social imbalance problem is 
highly relevant with respect to the Soviet 
military threat. By choosing a higher ratio 
of public to private goods than the United 
States, the Soviet Union has created a 
military force which rivals or, in the opin- 
ion of some military experts, surpasses that 
of the United States. This fact is par- 
ticularly disconcerting when it is acknowl- 
edged that the nuclear instruments of 
modern warfare bar the United States 
from having the time necessary to reallo- 
cate resources away from private (civil- 
ian) goods to social (war) goods. As- 
suming the distinction between “winners” 
and “losers” is meaningful in an age of 
nuclear rocketry, it is safer to suppose 
that future major wars will be won by 
those nations whose existing stock of mil- 
itary goods is quantitatively and techno- 
logically superior, rather than by those 
countries who can amass the greatest 
gross national product. 

Similarly, on the politico-economic front 
we find the emerging and uncommitted 
underdeveloped nations closely observing 
the productive performances of American 
capitalism and Soviet communism in an 
effort to ascertain which model to pursue 
in structuring their own political and eco- 
nomic institutions. To the extent that 
social imbalance contributes to unemploy- 
ment and retards economic growth in the 





*Perhaps Hansen speaks for most of those 
economists who support the social imbalance 
thesis in commenting thus on the military posi- 
tion of the United States vis-a-vis that of the 
Soviet Union: “Indeed I have never been able 
to understand why we continually debate the 
question whether our military strength is more 
or less equal to that of the Soviet Union when 
we, in fact, have ample resources to ensure our 
superiority by a wide margin.” Hansen, The 
American Economy, p. 148. 


United States the destiny of the free world 
may be impaired.” 


ALLEGED CAUSES OF SOCIAL IMBALANCE 


How has this alleged paucity of social 
goods developed amidst an affluence of 
private goods? It would seem that mixed 
capitalism embodies the mechanisms nec- 
essary for obtaining a reasonably good 
balance between private and public out- 
put. Consumers govern the production of 
private goods by the dollar votes they 
register in the market place. Through 
political means — the process of political 
voting — consumers in effect select the 
amount of social goods they desire. In 
brief, in a democracy is not the considered 
judgment of the majority of the citizenry 
transformed through dollar and political 
voting into a choice as to how total output 
is to be divided among private and social 
goods? How, then, can social imbalance 
arise? 

Economists who envision a social imbal- 
ance in current GNP argue that the mat- 
ter is not as simple as that just described. 
True, mechanisms exist in mixed capital- 
ism by which the citizenry can render a 
private-social goods decision. But it is 
argued that in practice certain historical, 
attitudinal, and politico-economic forces 
bear upon this decision so as to cause the 





"Even a relatively minor recession can have 
a disastrous impact upon the growth rate of 
the United States as compared with that of the 
Soviet Union. For example, because of the 
1957-58 recession, the average annual rate of 
growth in the United States GNP was only 
one-half of 1 percent in 1955-58, as compared 
with an average annual full employment growth 
rate of 3 to 4 percent and a Soviet 1955-58 
annual rate of 7 to 8 percent. See Morris 
Bornstein, “A Comparison of Soviet and United 
States National Product,” in U.S. Congress, 
Joint Economic Committee, Comparisons of 
the United States and Soviet Economies, Part 
II, 86th Cong., Ist Sess., 1959, p. 391. 
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production of social goods to fall seriously 
out of balance with the production of 
private goods. 

What are these distorting forces? In 
examining the alleged causes of social im- 
balance we are in effect asking, What 
happens to the demand for, and the sup- 
ply of, social goods and services in an ex- 
panding economy?* If the demand for 
social goods seems to increase ahead of 
increases in the supply of social goods, 
then a disequilibrium in the form of social 
imbalance will result. Let us first consider 
the demand for social goods; then we shall 
turn to supply considerations. 


Demand for Social Goods: Wagner's Law 


The forces underlying the growing de- 
mand for social goods and services are 
well known: hot and cold wars; popula- 
tion growth, industrialization and the sub- 
sequent urbanization and socio-economic 
complexity which it entails; and so forth. 
Also, of course, as real incomes rise, the 
demand for both private and social goods 
can be expected to increase. There are 
plausible reasons to argue that as real per 
capita incomes rise, the pattern of con- 
sumer wants may alter in favor of rela- 
tively more social goods and relatively less 
private goods. This alleged alteration of 
wants in the growing economy is labeled 
Wagner’s Law.°® 

The rationale underlying Wagner’s Law 
is relatively simple. The poor society, 
dominated by agriculture, must consume 
its entire real income in the form of such 
basic private goods as food, shelter, and 
clothing. After these basic wants have 





*This is loose terminology because there is 
no market for social goods and services in the 
sense that there is a market for private goods 
and services. 

*See James M. Buchanan, The Public Fi- 
nances (Homewood: Irwin, 1960), pp. 48-50, 
for a critical discussion of Wagner’s Law. 





been largely fulfilled, the growing wealth 
of society permits it to turn its attention 
more and more to the satisfaction of some- 
what less urgent but nevertheless impor- 
tant wants. Many of these new wants 
entail social goods — for example, educa- 
tion, streets and highways, police and fire 
protection. Economic growth is charac- 
terized by increasing industrialization and 
urbanization. This creates a demand for 
sanitation and sewage facilities, a water 
supply, extensive police and fire protection 
and similar social goods which in a poorer 
and simpler agrarian society would be pro- 
vided by each family for itself or simply 
not provided at all. Similarly, the indus- 
trialization and urbanization which char- 
acterizes an expanding economy leads to 
increasing interdependence and greater 
socio-economic complexity. Government’s 
regulatory role may therefore be expected 
to expand markedly. Further, the in- 
creased leisure which is typically a 
component of economic growth can be ex- 
pected to enhance the demand for educa- 
tional facilities. And, too, the poor society 
spends little or nothing on national de- 
fense for the simple reason it has little 
wealth to protect from external aggres- 
sion; opulence changes this and makes 
armament expenditures an important so- 
cial good. All of these considerations may 
give rise to a tendency for the demand for 
social goods to increase, not only abso- 
lutely, but also relative to the demand for 
private goods. 

Those who accept the social imbalance 
theme may thus argue that the demand 
for social goods is increasing not only 
absolutely, but also in relative terms, as 
society becomes more affluent. 


Supply of Social Goods 


Those who view social imbalance as an 
acute issue feel there are a number of 
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considerations which prevent the supply 
of social goods from keeping pace with 
the growing demand for them. 


THE MECHANISMS AND MORES OF CAPITALISM 


The very nature of the capitalistic 
ideology and the attitudes of large num- 
bers of Americans concerning the public 
sector of the economy have both fostered 
obstacles to an expanding volume of social 
goods production. A number of related 
points are involved here. 

(1) The ideology of pure capitalism 
embraces the concepts of consumer sov- 
ereignty, free competitive markets, and a 
highly restricted economic role for govern- 
ment. This long-obsolete portrayal of cap- 
italism provides that virtually all resources 
are channeled into the production of pri- 
vate goods and services. Furthermore, 
as the economy evolves and becomes 
more affluent, the capitalistic ideology 
obviously provides both the philosoph- 
ical basis and the mechanism — consumer 
sovereignty and the price system — to pro- 
vide for ever increasing amounts of private 
goods. No such philosophy or mechanism 
exists to provide automatically for the 
additional social goods which a growing 
and more opulent nation may require. 
Indeed, the provision of additional social 
goods requires that government must 
somehow take positive steps to divert re- 
sources from private to public uses. In 
practice, government must convince the 
citizenry — government must “prove” — 
that particular social goods are needed 
and are clearly to be preferred to the pri- 
vate goods at whose expense their produc- 
tion must come in a full employment 
economy. An individual need not justify 
his purchase of a new car, an automatic 
dishwasher, or a color television set to his 
community or to the nation. Yet the 
burden of proof is on government to jus- 


tify increases in expenditures on highways, 
educational facilities, urban renewal, or 
expanded police and fire protection. 

(2) The attitude of much of the busi- 
ness community and large parts of the 
citizenry envisions private goods to be 
sacrosanct while public goods are held to 
be wasteful, of secondary significance, or 
at best a necessary evil. “The public, as 
a general rule . . . gets less production in 
return for a dollar spent by government 
than from a dollar spent by private enter- 
prise. . . .”*° The closely related notion 
that “economy in government” is synony- 
mous with minimal public expenditures is 
also widely and blindly accepted ; believers 
are apparently oblivious of the fact that 
“economy” is concerned with the employ- 
ment and efficient allocation of resources. 

Ironically, the Keynesian policy position 
that public expenditure should accommo- 
date itself to changes in the level of pri- 
vate spending has probably fostered such 
thinking indirectly and inadvertently by 
implying that public spending is expend- 
able so long as the private sector is 
sufficiently exuberant to provide full em- 
ployment. The notion that public ex- 
penditures should be of a compensatory 
character is an obstacle to a careful eval- 
uation of the composition of total output 
as between private and public goods. 

(3) In fulfilling its role as a provider 
of social goods, government is typically 
viewed as an intruder upon the private 
sector of the economy and therefore as a 
threat to individual freedoms. Tax pay- 
ments needed to finance social goods are 
compulsory as, indeed, is the consumption 
of certain social goods and services — 
education, for example. And at any point 
in time the provision of more social goods 





*” National Association of Manufacturers, The 
American Individual Enterprise System (New 
York: McGraw-Hill, 1946), p. 952. 
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in a full employment economy necessarily 
entails a restriction of private goods pro- 
duction. Implicit in these observations is 
the frequently voiced contention that gov- 
ernmental provision of social goods nec- 
essarily impinges upon individual liberties. 
There is little doubt but that this view of 
government as a freedom-limiting agency 
is partially a public reaction to the up- 
surges of governmental activity during the 
Great Depression and World War II. 

(4) Hansen envisions social imbalance 
as a deeply rooted “frame of mind.” 
We are living in a tumultuous age — an age 
of disillusionment. The World War, the 
Korean conflict, the cold war. We are trying 
to escape from reality. We do not like to face 
the cold facts of the world we live in. We are 


caught up in a wave of escapism and com- 
fortable complacency.” 


POLITICAL REALITIES 


Because they are overweighted with the 
representatives of sparsely populated, rural 
areas, the federal legislature and many 
state legislatures are relatively insensitive 
to the acute social goods needs of the 
heavily populated metropolitan areas. 
Hansen flatly contends that “We do not 
have majority rule in many of our State 
legislatures” with the result that rapidly 
expanding urban areas are denied even 
the traditional types of community serv- 
ices.'* Similarly, the dire social needs of 





"Hansen, Economic Issues of the 1960s, 
p. 82. 

* Ibid., pp. 111-12. See also Rostow, op. cit., 
p. 518. In the international sphere political 
realities may prove a very great impediment to 
the expansion of our foreign aid programs: 
“Underdeveloped countries are not represented 
in Congress where the appropriation logs are 
rolled, and the compelling American interest in 
the advancement of the underdeveloped parts 
of the free world is less easy for the statesmen 
to explain than for narrowmindedness and 
shortsightedness to obscure.” See Eugene 
Staley, The Future of Underdeveloped Coun- 


the Negro are clearly underrepresented in 
the southern states. At the level of local 
government, it will be noted later, heavy 
dependence upon property taxes works 
against the expansion of social goods pro- 
duction. 


CHARACTER OF SOCIAL GOODS” 


The inherent characteristics of public 
goods, as opposed to private goods, also 
tend to impede their production. Private 
goods are sold on the basis of this-for-that 
(quid pro quo) transactions in the market 
place. The consumer knows precisely how 
much he pays for a private good and the 
benefits he receives from such a purchase 
are immediate and certain; private goods 
entail a close link between costs and bene- 
fits. Not so with social goods and services. 
Here benefits are both more remote and 
less certain than in the case of private 
goods and, with minor exceptions,’* the 
production of social goods is divorced 
from specific tax revenues (costs). The 
production of social goods is undertaken 
by the government and financed through 
taxes levied on the community or society 
as a whole. These differences in the 
characteristics of social goods and private 
goods tend to restrict the output of social 
goods in at least two ways. 

In the first place, the remoteness and 
uncertainty of the benefits derived from 
social goods prejudice the consumer 
(voter) against their production. In the 





tries (New York: Harper, for the Council on 
Foreign Relations, 1954), p. 372. 

* Though the basic points made here are 
generally well known, this section has benefited 
from the pointed exposition of Anthony Downs, 
“Why the Government Budget Is Too Small in 
a Democracy,” World Politics, Vol. 12, No. 4 
(July, 1960), pp. 547-51. 

“For example, a community may vote for a 
wheel tax, the resulting revenue from which is 
specifically allocated to street repair. 
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realm of goods and services, individuals 
prefer the immediate and certain benefits 
of autos, television sets, and automatic 
dishwashers to the remote benefits of pub- 
lic education, municipal libraries, streets 
and highways, a boost in the budget of 
the local park department, or the highly 
uncertain benefits of aid to underdevel- 
oped countries, space research, and a con- 
tinuing arms race. It is notable that both 
Galbraith and Hansen have decried an 
“investment imbalance” ; investment in in- 
dividuals (i.e., in education) is slighted 
relative to investment in capital goods be- 
cause the former is in the public and the 
latter in the private domain.** In general, 
in any expressicn of choice between pub- 
lic and private goods which the electorate 
may render, public goods find themselves 
at a decided psychological disadvantage 
because of the remoteness and uncertainty 
of their benefits. 

Unfortunately, there appear to be no 
alleviating factors or correctives in the pic- 
ture. As a matter of fact, as the economy 
matures and becomes more affluent and 
complex, the benefits of additional social 
goods may well become increasingly re- 
mote and uncertain, further threatening 
their production. That is, the benefits of 
the highways, sanitation programs, and 
public schools provided by the govern- 
ment of a semideveloped economy are less 
remote and less uncertain than are the 
benefits of the foreign aid and space re- 
search programs undertaken by the gov- 
ernments of those nations which are most 
highly advanced economically. 

It is tempting to argue that, if the tax 
payments which finance social goods are 
as vague to the citizenry as are their bene- 
fits, this would constitute a compensating 


* Gailbraith, op. cit., Ch. 19; Hansen, The 
American Economy, p. 136. 





factor by stimulating the flow of social 
goods. This is not felt to be the case, 
however. Relatively few taxes are really 
hidden taxes.** Income and _ property 
taxes entail explicit and often detailed 
consideration by the taxpayer, assuring his 
awareness of the cost of social goods to 
him. In contrast, the greatly expanded 
use of consumer credit in the postwar era 
has undoubtedly made the total cost of 
private durable consumer goods less im- 
mediate and less explicit to buyers, thereby 
increasing consumer preferences for pri- 
vate as opposed to social goods. In short, 
the remoteness and uncertainty of the 
benefits associated with the production of 
social goods coupled with the immediacy 
of their tax costs tends to prejudice the 
production of social goods. 

There is a second characteristic of so- 
cial goods or, more precisely, of the pub- 
lic sector, which allegedly impedes the 
achievement of social balance. In the 
private sector of the economy each indi- 
vidual consumer exercises a great deal of 
selectivity in his purchases. He considers 
the marginal utility of various commodi- 
ties relative to their prices and, subject to 
his budget restraint, achieves consumer 
equilibrium by freely selecting those goods 
and services which yield the greatest mar- 
ginal utility per dollar and rejecting those 
yielding less. However, the individual's 
economic dealings with government are 
on a nonselective basis. The consumer 
cannot select and therefore contribute fi- 
nancially only to those programs in the 
public sector’s budget which he favors, 
thereby rejecting and withholding tax 
payments for programs he disfavors. Thus, 
assuming realistically that the policy mix 
of the government is so complex that it 





*In 1959 sales taxes, which are usually 
thought of as “hidden,” constituted only about 
16 percent of total governmental revenues. 
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will not precisely match the social good 
preferences of any specific consumer, it 
follows that there will invariably be a 
number of social goods and services which 
he is compelled to help finance, but of 
which he does not approve. The practical 
conclusion is that each voter feels that the 
public budget is too high relative to the 
benefits he derives from it; that is, each 
taxpayer feels that a cut in government 
spending is warranted.’’ Government, 
therefore, is persistently faced with signifi- 
cant pressure to reduce the flow of social 
goods and services. 


TAX OBSTACLES 


It is also asserted that a number of tax 
problems contribute to the problem of 
social imbalance. 

Tax levels. Over a period of time the 
existing level of taxation tends to become 
acceptable— to become “proper” — to 
large numbers of households and_busi- 
nesses for the simple reason that they have 
had time to adjust to it. As a result, it 
becomes politically feasible to maintain 
existing levels of taxation, while at the 
same time it becomes extremely danger- 
ous politically to raise tax levels. As the 
existing tax level acquires a measure of 
sanctity with the passage of time, it be- 
comes exceedingly difficult — short of an 
obvious and acute military or domestic 
crisis — to raise the tax level in order to 
finance an increased flow of social goods 
production. No doubt the fact that added 
tax costs are not linked to specific social 
goods programs and their benefits con- 
tributes to this difficulty. Such thinking 
with respect to the tax level has been 
more or less formalized by a number of 
proposals seeking to limit the level of 





"See Downs, loc. cit., p. 549, for a more 
detailed presentation of this argument. 





taxes and expenditures to a fixed propor- 
tion of the national income.’* For present 
purposes the important point is that alle- 
giance to existing tax levels works against 
the expansion of social goods production. 

Allocating tax burdens. Even where 
voters are in general agreement as to the 
desirability of having more of particular 
social goods and are willing to accept a 
higher tax level to finance them, the prob- 
lem of allocating the tax costs of these 
goods may still impede their production. 
For example, a majority of the voters of 
a community may be convinced of the 
need for street improvements and repairs, 
but they may be deadlocked with respect 
to what taxes should be used to finance 
these repairs. Should a special tax (for 
example, a wheel tax) be assessed on auto 
and truck owners? Or should property 
taxes be raised? Or should a city sales tax 
be used? At the national level the citi- 
zenry might be convinced of the need to 
hasten the development of domestic na- 
tural resources, or to strengthen our na- 
tional defense posture. Again, these proj- 
ects might be blocked by disagreement as 
to how the tax cost should be distributed. 
Most liberals are likely to favor progressive 
(e.g., individual and corporate income) 
taxes, whereas conservatives plump for 
regressive (e.g., sales and excise) taxes. 
Inability to reach agreement on the dis- 
tribution of tax costs may cause the com- 
munity and the nation to forgo sorely 
needed social goods and services. 

Tax competition. A special tax obstacle 
to the increased production of social goods 
exists at the state level. States compete 


*See Colin Clark, “The Danger Point in 
Taxes,” Harper's Magazine, Vol. 201, No. 1207 
(December, 1950), pp. 67-69, and Richard 
Goode, “An Economic Limit on Taxes: Some 
Recent Discussions,” National Tax Journal, 
Vol. 5, No. 3 (September, 1952), pp. 227-33. 
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for industry on the basis of low tax rates 
or preferential tax structures — for exam- 
ple, a tax structure which omits the in- 
come tax. “States compete in niggardli- 
ness. . . . The result inevitably is that 
community services are starved.”?® 


ADVERTISING AND EMULATION 


Advertising and sales promotion activi- 
ties, which are an integral part of the 
production and sale of private goods, are 
almost entirely absent with respect to 
social goods. For example, while gigantic 
advertising campaigns by automobile man- 
ufacturers operate to convince consumers 
of the virtues of being a two-car family, 
no similar persuasion extolls to the citi- 
zenry the need for more and better roads 
on which to operate the ever expanding 
mass of automobiles. While advertising 
stresses the merits of stereophonic phono- 
graphs, no similar persuasion suggests that 
better education may be a prerequisite to 
understanding the fine recorded music 
playable thereon. The public sector, un- 
der persistent pressure to reduce expendi- 
tures, is prohibited from the exhortative 
techniques which characterize the private 
sector. Downs has masterfully pinpointed 
the assymetry of the problem: ‘Whereas 
private power corporations advertise both 
the virtues of their own product and the 
evils of public power, government utilities 
cannot even advertise their existence for 
fear of being accused of wasting public 
funds.”*° The result is a tendency for 
private to expand ahead of social goods. 

Like advertising, emulation also favors 
greater production of private goods. Fam- 
ilies witness the new gadgetry of their 
neighbors —a second car, an automatic 





” Hansen, Economic Issues of the 1960s, 
pp. 112-13. 
* Downs, loc. cit., p. 553. 





dishwasher, a food freezer, a backyard 
swimming pool — and feel compelled to 
“keep pace” by also acquiring these amen- 
ities. Emulative inducements work very 
weakly, if at all, between towns and be- 
tween states in stimulating the output of 
social goods and services. 


INFLATION 


The contribution of persistent inflation 
to the relative shrinkage and deterioration 
of public goods and services is twofold. 

(1) Inflation causes product and re- 
source prices to rise in a very uneven and 
irregular fashion. While the incomes of 
most profit receivers (stockholders and 
proprietors) and many wage earners rise 
rapidly and significantly, the wages and 
salaries of public employees typically rise 
belatedly and by considerably less than the 
general level of prices — inflation tends to 
reduce the real incomes of many govern- 
ment employees. This seems to be partic- 
ularly true of the employees of state and 
local governments, where pay scales are 
highly formalized and insensitive to the 
over-all economic environment. Thus, as 
a practical matter, it is particularly diffi- 
cult for governmental agencies to match 
the increasingly lucrative salaries offered 
by private industries which, in the main- 
stream of inflation, are generally in a 
good position to raise their prices and rev- 
enues in time with or ahead of the general 
level of prices. In brief, inflation tends to 
divert human resources from public serv- 
ices to private industry. Through this di- 
version, inflation discriminates in favor of 
private goods at the expense of public 
goods. 

(2) Inflation may contribute to social 
imbalance in another way. By creating 
inflationary pressure a burgeoning private 
sector tends to create automatically and 
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simultaneously strong political pressures to 
retrench on government spending as an 
anti-inflationary technique. “The dogma 
of price stability . . . has become in recent 
years a major weapon to beat down gov- 
ernment expenditures.”** Given the pre- 
viously noted disposition to hold taxes at 
present levels and the questionable effec- 
tiveness of a tight money policy, the obvi- 
ous and politically least offensive means 
of ameliorating inflation is to restrain gov- 
ernment purchases of social goods and 
services. Thus it is that, when the rate of 
production of private goods is very high 
and inflation occurs, the pressure may be 
greatest for the output of social goods to 
be constrained. The courageous congress- 
man who, under these circumstances, ad- 
vocates greater social balance finds himself 
in the embarrassing position of a “friend 
of inflation,’ no matter how crucial the 
need for the social goods he seeks. 


SOME COUNTERARGUMENTS 


There are those who seriously question 
that social imbalance is a pressing prob- 
lem; and, even if it were to assume acute 
dimensions, it is argued that the suggested 
remedies may be ineffective and very 
costly.?* 





™ Hansen, Economic Issues of the 1960s, pp. 
5-6; see also pp. 23 and 32. Hansen argues 
that advertising and inflation may not be un- 
related causes of social imbalance. The more 
advertising is successful in expanding private 
wants, the more private and necessary defense 
spending will press on real aggregate output. 
This means that, given the unwillingness of 
the public to pay higher taxes, public expendi- 
tures on research, education, urban redevelop- 
ment, and so on become inflationary. See pp. 
46-47. 

* Henry C. Wallich, in The Cost of Freedom 
(New York: Harper, 1960), is the most elo- 
quent and most persuasive spokesman on this 
point. It is basically, but not entirely, his 
analysis which is outlined in this section. 





Does Social Imbalance Really Exist? 


Critics of the social imbalance thesis 
have raised a number of points in ques- 
tioning whether or not social imbalance 
actually exists. 

(1) First, a technical point: as previ- 
ously noted, any conception of an efficient 
allocation of resources ultimately rests 
upon a value judgment as to what the 
optimum composition of output ought to 
be. As a result, there is obviously no 
scientific way of proving (or, by the same 
token, of disproving) that social imbalance 
actually exists. 

(2) Though Wagner’s Law may state 
with some accuracy the nature of the 
changes in consumer tastes which accom- 
pany increasing affluence, it does not log- 
ically follow that these wants should be 
met by relative growth in the public sec- 
tor. The ultimate determinant of how 
these new wants are fulfilled is the 
politico-economic philosophy of society. 
Wagner’s Law does not lead to the inevi- 
table conclusion that the output of public 
goods must expand. 

(3) The simple observations and statis- 
tics which are cited as evidence of social 
imbalance may exaggerate the problem. 
(a) The pointed comparisons of Gal- 
braith and Hansen may be misleading. 
Note, for example that “expenditures for 
all kinds of durable consumer goods, in- 
cluding automobiles, run about 14 per 
cent of personal consumption,” and most 
of this is for essential equipment rather 
than gadgetry and frills.2* (b) Because 
defense spending involves a very basic so- 
cial good and enmeshes the government 
deeply into the economy, it is of very 
questionable legitimacy to accept Bator’s 
comparison of private spending and non- 





* Ibid., p. 167. 
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defense public spending in assessing the 
degree of social imbalance.** 

(4) Though the obstacles which alleg- 
edly impede the expansion of social goods 
production infer the existence of social 
imbalance, there are important counter- 
biases which facilitate the growth of social 
goods output at the expense of private 
goods. (a) The apparent unrelatedness 
of taxation and public spending decisions 
has admittedly caused the citizenry to view 
taxes only in the negative sense, that is, 
as a cost which entails no observable ben- 
efits. However, this same unrelatedness 
has encouraged the public attitude that 
government spending is costless, that is, 
the benefits of social goods and services 
are relatively free. It can be, and has 
been, argued that the latter attitude has 
encouraged public goods production more 
than the former has inhibited it.?° (b) As- 
suming that taxing and public spending 
decisions are related by the citizenry, it is 
admittedly true that some citizens rebel 
at paying taxes whose benefits to them as 
individuals are uncertain. By the same 
token, others are very willing to vote for 
expenditures from which they expect to 
benefit, although they have not contrib- 
uted. Indeed, our progressive tax struc- 
ture means that most of the taxpayers who 
are in the lower income brackets obtain 
social goods at bargain prices; hence, 
there is every reason for them as a polit- 
ical majority to be inclined to favor and 
vote for the expansion of social goods. 
(c) Finally, political reality is such that 
vocal and active minorities constantly 
press for and achieve increased public 
expenditures. Wallich therefore concludes: 
“As between the forces that inhibit and 
those that advance public expenditures, no 





* Ibid., p. 67. 
* Buchanan, of. cit., pp. 181-82. 
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one can say for sure where the balance 
lies.””?¢ 


Public Spending: A Corrective? 


Assuming social imbalance actually ex- 
ists, will the advocated increases in public 
spending resolve this imbalance? It is 
argued that this need not be the case. The 
complexity of the problem is such that it 
is misleading to pose it simply as a “pub- 
lic-versus-private expenditure” issue. To 
suggest that more public and less private 
spending will resolve social imbalance in- 
vokes the implicit assumption that the re- 
allocation of resources from private to 
public uses will necessarily entail less “un- 
wise” private expenditure and more “wise” 
public spending, given the value schema 
of the Hansen-Galbraith position. Is it not 
possible that reductions in private spend- 
ing may come more at the expense of ade- 
quate housing, medical care, education, 
and cultural pursuits rather than at the 
expense of TV sets, electric can openers, 
and microscopic radios? Might not a dis- 
proportionate share of any increase in 
public expenditures on, say, education be 
for gymnasia and stadia as opposed to 
laboratories and classrooms? There is no 
reason to suppose that public spending is 
inherently “wise” (on high priority goods) 
and more conducive to growth, whereas 
private spending is “unwise” (on low pri- 
ority goods) and not conducive to rapid 
growth. 


Social Balance, Growth, 
and International Problems 

It was noted earlier that those econo- 
mists who envision the existence of social 
imbalance feel that it is detrimental to 
growth and may therefore impair United 
States chances of meeting the Soviet chal- 





* Wallich, of. cit., p. 169. 
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lenge. Wallich is dubious, arguing, on the 
one hand, that military posture depends 
as much on the composition of gross na- 
tional output as it does on the size and 
rate of growth of output and, on the 
other, that percentage growth rates are 
not likely to be the ultimate determinant 
of the ideological evolution of the under- 
developed nations. 

In short, there is little to show that the issues 
between us and the rest of the world will be 
governed predominantly by our economic 
successes, or that we can buy survival with an 
additional per cent or two of economic 
growth.” 

Indeed, if one accepts the previous argu- 
ment that public expenditures are not 
necessarily more conducive to growth than 
private spending, then the production of 
more social and less private goods is simply 
not very pertinent to the issue of economic 
growth. 


The Costs of Social Balance 


Wallich argues that, if social imbalance 
is really an acute problem, certain very 
substantial costs may be involved in its 
resolution — costs which may well be 
prohibitive. 

In the first place, the provision of tax- 
financed public services “is a very ineffi- 
cient way of catering to consumer needs.” 
This is so because, in contrast to the mar- 
ket, there is no neat this-for-that adjust- 
ment of benefits and costs. This poor ad- 
justment means that the taxpayer is likely 
to get more or less of some public service 
than he desires. Furthermore, the “free” 
character of social goods and services pro- 
vides no incentive for the taxpayer to 
economize in their use.”® 

Secondly, Wallich contends that short 
of a military emergency the balance of 





* Ibid., p. 158. 
* Ibid., pp. 169-70. 


interests in our society works against any 
marked shifts in the composition of public 
spending. This “balance of interests” ef- 
fect causes components of the government 
budget to increase and decrease, not selec- 
tively, but rather on an across-the-board 
basis. Assuming that not all public ex- 
penditures are conducive to the elimina- 
tion of social imbalance, the consequence 
is that increased spending on “desirable” 
public programs entails a heavy political 
surcharge in the form of increased spend- 
ing on other unrelated and “less desirable” 
programs. Stated briefly, the over-all cost 
of those public programs which are essen- 
tial in rectifying a condition of social im- 
balance may be inordinately high.”° 

Finally, and of greatest significance, 
Wallich argues that the expansion of the 
public sector advocated as a corrective for 
social imbalance may come at the very 
high cost of freedom. In drawing a line 
between the public and the private sec- 
tors, it must be recognized that not only 
economics, but also freedom, is involved. 
“The centralized economy puts a strain 
upon democracy and freedom; the free 
economy does not.” As a practical guide 
Wallich suggests that, because the ex- 
pansion of government impinges upon 
freedom and causes “the cumulative dis- 
couragement of private and local initia- 
tive ... , it would have to be shown that 
the people could do something only very 
imperfectly, and the government very sub- 
stantially better, before the government 
should step in.”*° The implied economic 
inefficiency is the price of the extra free- 
dom that stems from greater containment 
of the growing public sector. This price, 
it is stated, can well be afforded by an 
affluent society. 





” Ibid., pp. 170-71. 
” Ibid., pp. 57 and 71. 
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CORRECTIVES FOR SOCIAL IMBALANCE 


It is not within the scope of this paper 
to argue in detail that social imbalance 
does or does not exist in our economy. 
Nevertheless, it is interesting to examine 
what might be done to remedy social im- 
balance, if it now exists or arises in the 
future as a significant economic problem. 
A number of events and policies would be 
helpful in redressing social imbalance. 
Unfortunately, the simplest and most ef- 
fective correctives tend to be either the 
least likely to occur or the least palatable 
politically. 


Disarmament 


Potentially the happiest solution to the 
problem of social imbalance would be an 
effective disarmament agreement. Rostow, 
for example, has concluded that a cessa- 
tion of the arms race would give rise to a 
“widespread consensus that a substantial 
part of the savings should be put into 
education, urban reconstruction, low in- 
come housing, and the like.”** A transfer 
of government expenditures from defense 
to nondefense categories imposes no di- 
rect constraints upon private goods out- 
put. In fact, in the absence of the huge 
backlog of consumer and business demand 
and the condition of overemployment 
which facilitated reconversion after World 
War II, increased spending on public 
goods might be imperative in sustaining 
full employment.** 

Most obviously, the main difficulty with 
demobilization as a remedy for social im- 
balance is the fact that its potential pleas- 
antness as a corrective is greatly exceeded 


" Rostow, op. cit., p. 533. 

™ Gerhard Colm’s “Economic Implications of 
Disarmament,” Illinois Business Review, July, 
1957, pp. 6-8, provides an interesting discussion 
of the ways in which a sharp decline in military 
spending might be offset. 
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Even 


by its unlikeliness of occurrence. 
waiving this, there is a further possible 
problem. Disarmament could generate 
tremendous public pressures for tax cuts; 
tax rates which are acceptable during hot 
or cold wars might prove highly objec- 
tionable when peace breaks out. Our 
post-World War II experience suggests 
that Rostow’s prediction may be unduly 
optimistic. 


Growth as a Palliative 


It must also be noted that the extent to 
which the provision of more social goods 
collides with the production of private 
goods depends upon the rate of growth 
achieved by the economy. The correcting 
of social imbalance in a static economy — 
that is, an economy whose GNP is un- 
changing — obviously implies a_ painful 
retrenchment in consumer goods produc- 
tion both absolutely and relatively. How- 
ever, if the economy continues to achieve 
the 3 to 4 percent annual growth rate of 
past full employment years, an annual 
increment of $14 billion to $19 billion in 
output will result, as the simple applica- 
tion of these percentages to the 1959 GNP 
of $482 billion quickly reveals. A division 
of this increment which favors social 
goods can clearly alleviate social imbal- 
ance and simultaneously provide for mod- 
est increases in total consumption. More- 
over, it is of no little significance that such 
a distribution of the increment might con- 
tribute to an acceleration of the growth 
rate. 

Again, this solution is not devoid of 
problems. Even with a favorable annual 
growth rate, the correcting of fairly acute 
social imbalance may require an absolute 
decline in private consumption. Further- 
more, it must be remembered _ that, 


although growth and affluence can con- 
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tribute to the correction of social imbal- 
ance, the growth process itself may also 
intensify certain aspects of the social im- 
balance problem, for example, urban 
redevelopment. 

Acknowledging that demobilization is 
a pleasant but unlikely answer and that 
economic growth is a palliative in cor- 
recting social imbalance, let us consider 
two more concrete and more immediate 


proposals. 


Increased Use of Sales Taxes 


Galbraith and MHansen have _ both 
strongly endorsed the greater use of sales 
taxation as a means of attacking social im- 
balance.** Because they are shifted to con- 
sumers, sales taxes raise the prices of con- 
sumer goods. The result is that a given 
total amount of consumer spending com- 
mands less private goods and automati- 
cally provides more government revenues 
to reabsorb the released resources through 
larger purchases of social goods. As pri- 
vate production expands, public revenues 
and therefore public goods increase on a 
pro rata basis. Furthermore, given the 
present level of marginal income tax rates 





“Galbraith notes that the personal and cor- 
porate income taxes which provide about 80 
percent of federal tax revenues are progressive 
and thus admirable agents of social balance. 
That is, an increase in the national income will 
result in more than proportionate increases in 
tax revenues for federal use. At the same time, 
he emphasizes that (1) over half of federal 
revenues are committed to defense expendi- 
tures and (2) social imbalance is more crucial 
at state and local levels. Galbraith rejects 
property taxes as a means to social balance 
because, in contrast to the sales tax, the prop- 
erty tax base is relatively insensitive to changes 
in the over-all level of economic activity. This 
means that property tax rates must be raised to 
finance additional social goods, resulting in a 
conflict with the aforementioned resistance to 
increases in tax rates. Galbraith, op. cit., pp. 
311-15; Hansen, Economic Issues of the 1960s, 
pp. 104-10. 


and the fact that sales taxes are effec- 
tuated through the price mechanism, the 
financing of increased public expenditures 
by sales rather than income taxation is 
less likely to blunt incentives. Galbraith 
has disarmed potential critics who decry 
the regressivity of sales taxation and its 
allegedly heavy burden upon the poor by 
pointing out that there are very few poor 
remaining in an affluent society such as 
ours. Finally, to the degree that sales 
taxes are hidden in prices and paid in 
relatively small amounts spread more or 
less evenly over a period of time, the 
cost of the social goods financed thereby 
is neither very explicit nor very immedi- 
ate to the taxpayer. To the extent that 
this remoteness or vagueness of tax costs 
offsets the remoteness of social goods bene- 
fits, the cause of social balance may be 
furthered. 


A Socially Optimum Budget 


Waiving the many inherent political 
problems, perhaps the most direct ap- 
proach to correcting social imbalance is 
simply for government to set that level of 
public spending which will achieve at 
least a rough social balance. This implies 
that government expenditures will be es- 
tablished largely independently of short- 
run cyclical fluctuations and that tax rates 
must then be adjusted to achieve any de- 
sired compensatory fiscal effect. This 
measure, which we shall label a “socially 
optimum” fiscal policy, differs from both 
the current notions of a cyclically bal- 
anced budget and from functional finance. 
In particular, the socially optimum policy 
is freer of the compensatory approach to 
government spending and taxing which 
may severely limit the other two budget 
philosophies in promoting social balance. 

Instead of adjusting the public sector 
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to the exuberance or lethargy of the pri- 
vate sector, the two sectors would com- 
pete on a more nearly equal footing for 
the economy’s resources under a socially 
optimum fiscal policy. Indeed, given the 
Soviet challenge and the general opulence 
of our society, it may well be preferable 
at least temporarily to let the private 
sector accommodate itself to the basic 
needs of the public sector rather than vice 
versa. 

The economic problems implied by the 
adoption of a socially optimum budget 
might be numerous. As suggested above, 
to a degree fiscal policy would then be- 
come essentially a one-armed weapon for 
cyclical stability. No longer would gov- 
ernment spending and taxes both be 
altered to provide for full employment 
and relative price stability. Government 
spending would be aligned with the long- 
run cause of social balance, not the short- 
run objective of alleviating cyclical varia- 
tions in output and employment. This 
means, of course, that the task of provid- 
ing short-term stability through fiscal 
policy would fall primarily upon taxation. 
Greater tax variations would be required 
to provide a given anticyclical impact 
upon the economy. 

Would such a_ budget philosophy 
weaken the stabilizing potential of fiscal 
policy and therefore promote social bal- 
ance at the cost of short-run cyclical 
instability? At first glance this would 
appear to be the case; yet there are 
certain possible offsetting considerations. 

(1) Gearing government expenditures 
to the objective of social balance may not 
greatly weaken the potential or real effec- 
tiveness of fiscal policy. In the first place, 
it must be recognized that the level of 
federal spending is already very stable. 
Previously mentioned attitudinal and po- 
litical factors make increases in govern- 
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ment spending difficult to negotiate. The 
fixity and size of defense and defense- 
related expenditures in the federal budget 
make significant reductions equally im- 
probable. Thus in practice the novelty 
of the socially optimum budget may 
simply involve an over-all increase in 
public spending with little actual weak- 
ening of fiscal policy. Second, it must be 
remembered that, because public spending 
is not motivated by profit, the increase 
in public spending implied by the socially 
optimum budget is in itself anticyclical. 
Third, an increase in government spend- 
ing does not rule out all flexibility in such 
spending. The purchase of various social 
goods and services may differ considerably 
in priority; those of less urgency may well 
be postponable within limits. 

(2) It is possible that taxation may be 
strengthened as a fiscal device and that 
new stabilizing measures may be intro- 
duced. For example, automatic adjust- 
ments may be applied to the first income 
bracket so that tax collections will vary 
directly with production and employment. 
An anti-inflationary tax may be levied 
upon abnormal spurts of capital goods 
outlays. Or a countercyclically admin- 
istered program of accelerated deprecia- 
tion on investment may be formulated.** 
The establishment of a federal unemploy- 
ment insurance system to supplement 
existing state systems also merits serious 
consideration. Then, too, the correction 
of social imbalance, coupled with the 
changing character of postwar inflation, 
may call for serious examination of more 





“It is notable that the Joint Economic Com- 
mittee’s Staff Report on Employment, Growth, 
and Price Levels (86th Cong., Ist Sess., 1959), 
pp. 265-66, calls for greater emphasis on tax 
rate changes and “minimum reliance” on ex- 
penditure changes as a means of making fiscal 
policy more vigorous. 
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direct governmental participation in the 
form of “supervised self-regulation” of 
prices and wages.*° 





*See John Kenneth Galbraith, The Liberal 
Hour (Boston: Houghton, 1960), pp. 70-76. 
A constructive discussion of the middle ground 
between a do-nothing policy and outright gov- 
ernmental wage-price fixing is provided by 
Emmette S. Redford, “Potential Public Policies 
to Deal with Inflation Caused by Market 
Power,” in U.S. Congress, Joint Economic Com- 
mittee, Study Paper No. 10, 86th Cong., Ist 
Sess., 1959. 


One point is clear: If social imbalance 
is deemed acute, then there is a serious 
need for a change in our budget philoso- 
phy — to one that gives explicit recogni- 
tion to the problem. In these circum- 
stances, we can hardly afford not to probe 
the potentialities of these and other 
largely unexplored stabilization _tech- 
niques. In a rapidly changing world, few 
successes accrue to the complacent and 
the hesitant. 
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Some Factors Influencing the Monetary Economy 
in the 1960's 


Robert W. Storer 


What have been the changes in the econ- 
omy, especially in the monetary economy, 
during the postwar years, which will affect 
the demands to be made upon the bank- 
ing system in the 1960’s and the bank’s 
response to those demands? It appears 
that a pattern now forming will likely lead 
to problems in connection with the quan- 
tity and quality of money. 

Some basic facts should be kept in 
mind. Since about 90 percent of money 
transactions involve the transfer of bank 
checking deposits, we accordingly empha- 
size the importance of bank deposits as the 
major component of the money supply. 
Such deposits are created through the ac- 
quisition by the commercial banking sys- 
tem of the debts of non-banks, in the 
form of loans and investments. This 
process of creation and payoff of bank- 
held debts, and thus also of the creation 
and extinction of bank deposits, is a con- 
tinuous one. 

We can accordingly think of the com- 
mercial banks as supplying the marginal 
volume of funds necessary to equate sup- 
ply with demand, supplementing the flows 
of existing deposits through the economy. 
We should remember that however mar- 
ginal this change in money supply is, all 
the bank deposits whose circulation con- 


stitutes the over-all flow of funds are par- 
ticipating in this continuous process; all 
were thus created; and all are subject to 
attrition arising out of the repayment of 
bank-held debt. 

As part of the background involved we 
are mindful that our past business cycles 
have invariably involved maladjustments 
or aberrations of the quantity or the qual- 
ity of money, relative to the needs of the 
economy. It is being increasingly realized 
that money is by no means the passive 
response in the economic process that 
classical economists regarded it to be, but 
is instead a very positive initiating force, 
sO positive and strong, in fact, as to con- 
stitute the foundation stone of counter- 
cyclical action by either public or private 
agencies. 

Our inquiry, then, involves influences 
certain to have a strong impact on the 
economy of the 1960’s. This is true, even 
though we can properly say that money 
was made for man, and not the reverse. 
The forces, practices, and standards of 
creditworthiness involved in the creation 
or shrinkage of money are so strong, so 
complex, and subject to so many elements 
of feedback, both positive and negative, as 
to involve wide divisions of opinion with 
regard to both analysis and policy. 
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Figure 1. Comparative Cumulative Contributions to Changes in Gross National 
Product Made by Increases and Decreases in Money Supply and Money Velocity 
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THE RISE IN VELOCITY OF CIRCULATION 


As elements in the pattern from which 
future problems may arise are the follow- 
ing items: 

Increased money velocity has financed 
approximately two-thirds of the postwar 
expansion of GNP and increased quantity 
of money has financed only one-third (see 
Figure 1). The phenomenon is familiar, 
though the terminology and explanations 
are usually in dispute. To the extent that 
money velocity is the reciprocal of the 
average sojourn of a dollar in the owner’s 
pocket or bank account before it is spent, 
it is subject to some upper limit. To the 
extent that the money has as its adjunct 
various classes of near-money or “liquid- 
ity,” the case for an upper limit condition 


is less obvious. But whatever the termi- 
nology, the fact remains that each dollar 
of the money supply has been doing more 
work — whether measured by bank debits 
or by GNP — over the postwar years, with 
the result that the money supply has ex- 
panded at a percentage rate only about 
one-third that of the current-dollar GNP. 

If GNP is to rise at something like the 
average pace of the postwar years, a ma- 
terial increase in the 1.8 percent per an- 
num rate of expansion of the money sup- 
ply will be necessary. Even in the absence 
of any commodity price inflation, the 
postwar rise of 3 percent a year in real 
GNP would require a faster expansion of 
money supply than we have experienced, 
assuming no further rise in money velocity. 
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Figure 2. Gross National Product and Demand Deposits Adjusted and Currency 
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Money velocity is getting fairly close 
to the highest levels ever attained for any 
substantial period of time (see Figure 2). 
Both the foregoing statements are illus- 
trated by the Federal Reserve Board’s 
chart of GNP, the money supply, and the 
relationship between them. It should be 
noted that the Federal Reserve chart uses 
to portray the latter the reciprocal of in- 
come money-velocity, namely, the ratio of 
the money supply to GNP. It is accord- 
ingly a historical lower limit, rather than 
an upper one, which this series has been 
approaching fairly rapidly and steadily 
since the end of the war in 1945. This 
lower level was marked out during the 
substantial span of years between 1915 
and 1930. The recent approach to such 
an extended base line should of itself 
Pragmatically induce some caution in pro- 
jecting post-World War II economic and 
monetary trends. 


1940 1945 1950 1955 1960 


THE PINCH OF ILLIQUIDITY 


But in addition some rationale can also 
be adduced, pointing in the same direc- 
tion. Money velocity is the reciprocal of 
liquidity. The latter can be roughly de- 
fined, for our present purposes, as the 
average amount of cash or of other eco- 
nomic values immediately and dependably 
convertible in volume, into cash, relative 
to the average rate of money outflow. An 
inadequate liquidity position is, if not a 
paraphrase, an obvious concomitant of an 
excessively high rate of money velocity. 

When the cash position is reduced so 
low that any slight miscalculation may 
render it inadquate to meet one’s liabili- 
ties on time, there is a growing risk of a 
liquidity crisis. The upper limits of money 
velocity are likely to be set by the lowest 
tolerable limits of liquidity. Moreover, to 
the extent that liquidity consists of assets 
whose value for this purpose depends 
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Figure 3. Relationship of Corporate Liquidity Ratio and Failure Liabilities 
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upon immediate sale in large amounts at 
a predictable and stable price, liquidity is 
strongly influenced by positive feedback 
sequences and hence is subject to the risk 
of self-aggravating instabilities. Even a 
moderate increase in business and personal 
caution in practice brings about a degree 
of liquidity preference sufficient to reduce 
significantly the prevailing level of money 
velocity. 

Available data tend to confirm that, as 
business liquidity falls, credit losses rise 
(Figure 3). This inverse relationship is 
set forth on the chart as a positive one, 
by plotting the reciprocal of failure habil- 
ities and comparing it with the corporate 
liquidity ratio (the ratio of corporate hold- 
ings of cash and under-one-year Treasury 
obligations, by all corporations, to total 
current liabilities, as reported by the Com- 
merce Department). It will be noted that 
corporate liquidity is down nearly to the 
levels prevailing immediately prior to 


World War II, whereas failure liabilities 
are higher — and their reciprocal lower 
—than at any time since before 1939. 
We conclude from this that, despite the 
ingenious and sophisticated techniques 
which have been developed by large na- 
tional companies for split-second cash- 
flow management, business liquidity as a 
whole is about as low, and money velocity 
about as high, as it should get. 

Much the same situation probably exists 
in the case of consumers, although the 
variety of forms which individuals’ liquid- 
ity takes is considerably wider — and some 
of them potentially less liquid — than is 
the case with business. 

Commercial bank liquidity contributes 
to money velocity in a different way. The 
aggregate level of bank deposits is gov- 
erned by the aggregate amount of bank 
loans and bank investments. One cannot 
trace the velocity of a given dollar of de- 
posits according to the manner of its 





origin, whether by a bank loan or a bank 
investment. But it is true that bank loans 
expand and bank investments typically are 
liquidated, to make room for bank loans, 
under conditions of demand for bank 
loans. It is under precisely such condi- 
tions that business liquidity and personal 
liquidity are low, and consequently, money 
velocity is high. 

We may hold this conclusion without in 
the least charging the Federal Reserve 
Board of Governors with any systematic 
undue restrictiveness in its postwar regu- 
lation of the climate in which the money 
supply has expanded. Indeed, the fact of 
the commodity-price inflation leaves it 
highly probable that had the growth of 
the money supply not been periodically 
restricted, the commodity price rises would 
have been steeper. But a key point in our 
thesis is that the excess liquidity which 
made monetary restraint necessary has 
been disappearing with the increasingly in- 
tensive utilization of the money supply. 
Obviously, the possession of the Fed’s 
powers to regulate the volume of money 
does not enable it to determine whether 
or to what extent an increment in the 
money supply will appear in the national 
accounts as incremental goods and services 
or in incremental prices. That is a differ- 
ent, though related, problem. 


POSSIBILITIES OF EXPANDING 
THE MONEY SUPPLY 


There are obstacles to expanding the 
money supply at a more rapid rate. Since 
this process consists of commercial bank 
lending and investing, it can operate 
through bank acquisition of anyone’s 
debts — personal, business, federal, state, 
or municipal. All of these except federal 
and federal-connected debt are risk assets, 
requiring that the deposits thereby created 
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be guarded by additional capital. Regu- 
latory authorities tend to discourage a 
ratio of risk assets to capital funds much 
exceeding or consistently exceeding 6 to 1. 
Two high points since the Federal Reserve 
System was established were at 6.50 to 1, 
in 1919 and again in 1925, with a war- 
time low of 3.50 in 1943. More recently 
there has been a rapid and persistent rise 
to a new record high of 7.10 to 1 in 1959. 
The year-to-year rate of increase in risk 
assets has been 10.6 times the rate of 
increase in capital funds over the years 
1947-59. This means essentially that loans 
are substantially outpacing bank capital 
funds. Moreover, the banking system it- 
self is less liquid, in the sense that its short 
investments available for sale at little or 
no loss, in order to make loans, are much 
lower relative to loans than they were at 
the end of the war (Figure 4). 

Viewed solely from the standpoint of 
the typical or total capital position of the 
commercial banking system, then, a future 
expansion of the volume of bank deposits 
at an average rate greater than that pre- 
vailing during the postwar period poses 
several difficulties and choices. Some of 
these choices are in the hands of the banks 
themselves, some are in the hands of those 
who typically borrow from them, includ- 
ing the Treasury, and some of the most 
important choices are in the hands of the 
regulatory authorities and the makers of 
national policy. 

It seems that four possible alternatives 
present themselves: 

(1) The rapid postwar rate of bank- 
loan expansion may slow down. This is, in 
fact, most likely. Since 1946 total loans 
(including real estate mortgages) have 
risen percentagewise some four times as 
rapidly as total deposits, and have there- 
fore accounted for nearly all of the net 
expansion in deposits. The risk-asset-ratio 
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Figure 4. Ratio of Bank Investments to Bank Loans 
(Weekly reporting member banks; monthly averages) 
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data quoted above tend to strengthen this 
possibility. 

(2) Large amounts of new bank capital 
may be raised, in order to maintain bank 
capital in a relationship with further- 
expanded loans that will be acceptable to 
the four public bodies having jurisdiction 
over the commercial banks (the Comp- 
troller of the Currency, the Federal Re- 
serve Board of Governors, the Federal 
Deposit Insurance Corporation, and the 
several state banking commissioners) . 

(3) These regulatory bodies may con- 
clude that in consequence of the presumed 
success of present-day countercyclical tech- 
niques, plus the storm cellars provided by 
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the FDIC and the Banking Act of 1935, 
plus more rigorous policing of loans by 
both the banks and the examiners, a mod- 
erately higher ratio of risk assets to capital 
may be tolerated than heretofore, espe- 
cially if the alternatives are awkward. This 
would be consistent with the official leni- 
ency as regards the low capital funds/ 
deposit ratios which prevailed after the 
war, when an abnormally large proportion 
of bank earning assets consisted of Treas- 
ury obligations (i.e., non-risk assets) . 

(4) If one or more of these develop- 
ments fail to occur in such a way as to 
permit and encourage an expansion of the 
money supply needed by the public and 
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Figure 5. Ratio of Consumer Instalment Credit to Income* 
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desired by official policy, that policy will 
encourage commercial bank purchases of 
Treasury and other investments. A large- 
scale expansion would ultimately require 
Treasury deficits to supply new Treasury 
obligations for this purpose. If a consid- 
erable proportion of these were of suffi- 
ciently short maturity as to constitute 
liquidity for the banks owning them, they 
would weaken one inhibition which at 
present is retarding an expansion in the 
banks’ loan portfolios. This does not con- 
stitute an endorsement of deficit financing 
per se, but the process cannot be rejected 
out of hand as a device for maintaining 
a level of liquidity in the commercial 
banks which would otherwise tend to di- 
minish secularly. 


THE CHANGING POSITIONS OF BORROWERS 


Some classes of borrowers — notably 


consumers—have been exhibiting increas- 
ing restraint in creating more bank-held 
debt during the postwar years; and the 
banks have dropped credit standards 
about as far as they are likely to in the 
effort to meet loan demands. This applies 
to many business credits as well as to per- 
sonal loans. The same drop in personal 
and business liquidity which has consti- 
tuted the rise in money velocity has also 
led to increased credit losses and failure 
liabilities and is causing the banks to be 
increasingly cautious in loan policies. 
Figure 5 reveals the postwar topping- 
out of the ratio of consumer instalment 
credit — either extended or repaid — to 
consumer incomes. Although not shown 
here, the same tendency is revealed by the 
ratio of consumer credit extended to con- 
sumer credit repaid. A gradual and cycli- 
cal rise in delinquencies indicates that 
these tendencies are not wholly voluntary, 
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Figure 6. Net Profit per Dollar Sales, 
All Manufacturing Corporations 
(After taxes, by quarters) 
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but are rather the joint results of the attri- 
tion of personal liquidity noted elsewhere 
in this article. 

Corporate profit margins have been 
eroded ever since 1956, at least. True, 
part of the erosion has consisted of higher 
depreciation charges, but this merely 
makes the reported earnings more honest. 
This erosion undercuts business credit- 
worthiness, especially for the businesses 
which are most likely to need loans. Com- 
petition from abroad is tough and becom- 
ing tougher, and this seems likely to hold 
profit margins down in numerous manu- 
facturing lines. Figure 6 portrays the de- 
clining net profit per dollar of sales, which 
has been in a downtrend channel during 
almost all of the postwar period. The 
same tendency applies also to the rate of 
return on net worth or invested capital, 


and in neither case is it wholly accounted 
for by the accompanying fairly rapid rise 
of depreciation and related charges. 

The number of young persons growing 
up to be of working age will average about 
1.5 million a year during the 1960's, the 
largest increase in the labor supply ever 
recorded and double the figure of the 
1950’s. If we are to maintain and raise 
output per man-hour, they will need addi- 
tional education and also— whether in 
manufacturing or elsewhere—a volume 
of capital assets per new job comparable 
with the present figure, or higher. Merely 
to equal the $11,000 average capital in- 
vestment per job that prevailed in 1959 in 
manufacturing would involve $16.5 billion 
a year, just for those newcomers alone. 
Manufacturing capital expenditures have 
averaged about $12 billion in recent years. 
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Table 1 
RISES IN CERTAIN SERIES DURING POSTWAR BUSINESS CYCLES 
CYCLES 
I II III Current 
Date from Date from Date from Date from 
start of a start of Per- start of Per- start of Per- 
rise to r rise to Cont rise to cont rise to am 
peak rise peak rise peak rise peak rise 





. Total rise in industria! 
production (FRB 1957 
= 100; monthly) 


. Rise in GNP 1945-4 to 1949-2 to 1954-2 to 1958-1 to 
(Quarterly) 1948-4 34.91 1953-2 43.84 1957-3 24.91 1960-2 16.90 


Year 1946 8 51.35 1949-4 to 61.80 1955-4 to 47.08 1958-3 to 22.59 
to 1948-1 1953-3 1957-3 1960-2 


— 


2/46-6/48 30.19 10/49-7/53 51.61 3/54-12/56 21.42 4/58-1/60 27.59 


nN 


3. Rise in capital expendi- 
tures (Quarterly) 


4. Rise in wholesale com- 
modity prices (Monthly) 


5. Rise in stock prices 
(Monthly) 


6. Liquidity ratio 


8/39-8/48 118.07 12/49-2/51 19.24 4/53-4/59 9.69 12/59-3/60 -93 


2/46-6/48 19.96 
1947-1 to 35.29% 


5/49-12/52 93.59 
1949-2 to 71.128 


8/53-7/56 126.95 
1953-4 to 41.48" 


12/57-7/59 51.93 
1958-4 to 14.83 


(Quarterly) 1948-3 1953-1 1957-3 1960-3 
7. Profit margins on sales — 
manufacturing indus- 1947-1 7.47 1950-3 7.64 1955-4 5.64 1959-2 5.50 
tries (SEC; quarterly) High High High High 
8. Rate of return on net 
worth (S&P’s 425 in- 1949-1 19.95 1950-3 18.35 1955-4 16.38 1959-2 11.70 
dustrials; quarterly) High High High High 


9. Rise in average hours 
worked (3 mos. moving 
avg.; monthly) 


7/46-12/47 2.51 6/49-12/52 7.25 5/54-12/55 4.83 3/58-6/59 5.47 


10. Ratio of employment 


accessions to layoffs (3 9/46 9.81 9/50 8.99 10/55 3.63 6/59 3.45 
mos. moving avg.; High High High High 
monthly) 


11. Rise in ratio of con- 
sumer credit as a per- 
centage of disposable 
personal income (3 mos. 
moving avg.) 


4/45-1/48 165.38 12/50-3/53 40.34 3/54-10/55 25.73 4/58-10/59 18.93 


12. Rise in ratio of con- 
sumer credit extended 
to repayments (3 mos. 
moving avg.; monthly) 


7/42-2/47 = 125.86 7/51-12/52 28.00 3/54-5/55 21.12 4/58-9/59 19.54 





® Percent decline. 


If we are to generate national savings 
on the order required, the question is 
whether business and consumers can earn 
and retain funds on the scale needed for 
this investment and increased debt service. 

In brief, then, we have reviewed some 


considerably longer-term cyclical pattern. 
This pattern seems to be topping out. 
Table 1 contains the record of changes 
(increases or actual rates and ratios) in 
numerous business statistical indicators 
during each of the postwar short cycles. 


of the monetary parameters of the econ- 
omy as they have reflected the economy 
in its evolution from a_post-depression, 
postwar boom potential to the full expres- 
sion of that boom. The short-term cycles 
which we see are superimposed upon a 


Partly in consequence of the Korean War, 
the cycle which ran from 1949 to 1953 
displayed, in general, the most vigor and 
thrust. Its two successors to date have 
diminished, according to most of these 
series, with the notable exception of com- 
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mon stock prices. This adds an important 
piece of evidence that the 1960’s must be 
evaluated on their own, without excessive 
dependence upon either the theoretical or 
the pragmatic benchmarks of the 1950's. 


SOME MONETARY PROBLEMS FOR THE 1960's 


This analysis naturally suggests some of 
the problems with which our polity, our 
society, and our economy may jointly have 
to cope. 

(1) The major problem is whether the 
volume of deposits can be and will be ex- 
panded at a more rapid pace, just at a 
time when growing restraints not arising 
out of Federal Reserve monetary policy, 
but inherent in creditworthiness, liquidity, 
earning power, and banking capital, are 
gradually tending to curb the rate of 
growth of the privately created money 
supply. The commercial banks can hardly 
be blamed if they balk at compromising 
their standards in regard to the soundness 
of loans and the volume of risk assets in 
relation to bank capital funds. If this 
growth in loan-created deposits does not 
take place, what will happen will depend 
upon the flexibility and realism with 
which monetary, fiscal, and debt-manage- 
ment pclicy and private credit policy cope 
with this problem for the first time in a 
generation. 

Fiscal policy of the government, in at- 
tempting to influence the money supply 
by way of Treasury surpluses and deficits, 
teams up with the Treasury’s debt- 
management policy in influencing the 
money supply by way of bank ownership 
of government securities, not loans. The 
monetary policy of the Federai Reserve in 
theory permits the banking system to ac- 
quire either public or private debts in the 
process of creating bank deposits. But if, 
for reasons not connected with the volume 


of bank reserves, the banks are loath to 
expand their loans, their deposits will ex- 
pand only by reason of acquisition of in- 
vestments. These, of course, may be either 
federal, state, municipal, or corporate. 

(2) Since the end of World War II our 
economy has functioned in an atmosphere 
of actual and anticipated higher com- 
modity prices. This atmosphere has been 
a decisive incentive to resolve doubts in 
favor of affirmative action to borrow, buy, 
and build today, rather than postponing 
action until tomorrow, in the expectation 
that the rising tide of commodity prices 
will doubly reward good judgment and 
bail out bad judgment. In this atmos- 
phere, the purchasing power available 
to implement such aggressive policies, 
through money supply and money velocity, 
was necessarily an important limiting 
factor in the price level, the wage level, 
and the production level in the economy. 

We seem to have reached an equilib- 
rium level where most of the factors which 
stimulated the rise of commodity prices 
have weakened, fulfilled themselves, or 
stimulated countervailing forces. We are 
now adjusting to this unaccustomed ab- 
sence of inflation and the expectation of 
inflation. One aspect of this adjustment 
may prove to be that the demand for 
goods, rather than the availability of funds 
with which to pay for them, will consti- 
tute an important limiting factor in the 
economy. While this adjustment is occur- 
ring, business profit margins and profits 
may well continue under both chronic and 
acute pressure. 

The probable passing of inflation pres- 
sures may affect the monetary economy 
by augmenting the liquidity preference of 
the owners of money, thus reducing money 
velocity and interest rates. 

The core of the problem lies in the fact 
that the pressures analyzed here will put 











pressure on numerous kinds of institutional 
and personal finance arrangements. Some 
of these are matters of standard practice 
or expediency, some are matters of tradi- 
tion, some are matters of regulatory orders, 
and some reflect statute law. Earlier sec- 
tions of this article will have suggested 
illustrations of these, in such areas as 
methods and limits of personal and insti- 
tutional cash-flow management, and li- 
quidity; standards of commercial bank 
credits; bank liquidity; maximum permit- 
ted bank risk-asset ratios; the form, ex- 
tent, and duration of fiscal, debt- 
management, and monetary policies to 
achieve the objectives of growth without 
inflation or other maladjustments. All of 
us have become accustomed during the 
1930’s and 1940's to statistical and ac- 
counting ratios and relationships which 
were in part a reaction, direct and indi- 
rect, to hoom conditions, panic conditions, 
and depression conditions. And we have 
become accustomed to a structure of short- 
and long-term interest rates quite different 
from that to be expected of a high-level 
economy. 

(3) The unbalance in our international 
payments is also posing problems with 
which this country has not been required 
to cope for many years. The principal 
sound remedy for this condition would be 
an enlargement of United States net ex- 
ports. Such a development would be 
aided by more fully competitive prices and 
retarded by a renewal of commodity price 
inflation — even though there is little sta- 
tistical support to date for the thesis that 
“we have priced ourselves out of world 
markets.” 
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CONCLUSION 


My analysis of the conditions, trends, 
and developments discussed in this report 
leads me to the conclusion that despite the 
increased damage to our economy which 
would thus result from renewed inflation, 
monetary, fiscal, and debt-management 
policy ought not to err on the side of 
extreme caution. It is believed that the 
money supply must and can finance a 
larger proportion of the growth in GNP, 
under present and prospective conditions, 
and money velocity a smaller proportion. 
If this is valid as is believed, the money 
supply can increase more rapidly in the 
near future than in recent years without 
exerting, on balance, renewed upward 
pressures on the commodity price struc- 
ture. 

My guess is that some floors, ceilings, 
standards, and yardsticks will have to be 
revised, in order that the nation’s money 
supply may adequately serve its needs. 
Which ones of these will be changed, how, 
and how far will probably depend upon a 
continuing national debate among the 
various interested parties. There are risks 
that the abnormal monetary conditions of 
the 1930’s and 1940’s have led to the ac- 
ceptance of interest rate levels and rela- 
tionships, of standards of liquidity, and of 
money velocity, which cannot be expected 
to prevail permanently in a high-level 
economy. The risk is that those who ad- 
here to the orthodoxy engendered by years 
of depression and inflation will be unduly 
slow to recognize the return of more nearly 
normal conditions. The national debates 
could thus be exacerbated and prolonged 
to the detriment of the economy. 











Mathematics and Economics: 


The Contemporary Prospect* 


Robert Clower 


The use of mathematics in economics has 
a long and reasonably honorable _his- 
tory. From the beginning, the question 
whether pure mathematics should be 
allowed to play a prominent role in eco- 
nomic inquiry has lingered rather omi- 
nously in the background, raising doubts 
in the minds even of writers who have 
made important contributions to the basic 
literature of mathematical economics.’ 
However, events in recent years have rele- 
gated this particular question to the limbo 
of academic curiosities. The issue is still 
debated by students, and it continues to 
concern many professional economists; but 
for all practical purposes the question has 
been answered vigorously and in the 
affirmative by the appearance in the pro- 
fessional journals of an ever larger number 
of articles that make use of mathematical 
symbolism and mathematical ideas. 
Under the circumstances, it is rather 





*I have to thank my colleagues at North- 
western, graduate students as well as faculty, 
for many helpful comments and criticisms. The 
views expressed in this paper are mine alone, 
however; they do not reflect either the policy 
of the department which I represent or the 
consensus of opinion among its members. 

*See, for example, the preface to the first 
edition of Marshall’s Principles (reprinted in all 
succeeding editions), and Keynes’s General 
Theory, pp. 297-98. 


pointless to discuss the role which mathe- 
matics ought or ought not to play in eco- 
nomics. This will be decided on the basis 
of. researches by economists who use 
mathematics, not by philosophical po- 
lemics that condemn the results of entire 
classes of inquiry even before their results 
are known. On the other hand, it is not 
entirely pointless to discuss present reali- 
ties, the role that mathematics actually 
does play in contemporary economic anal- 
ysis, in an attempt to evaluate more or 
less objectively some of the more impor- 
tant practical consequences of the increas- 
ingly quantitative orientation of modern 
research. Such is the purpose of this 
paper. Whether we as individuals regard 
contemporary developments with rapture 
or regret is largely beside the point. The 
fact that mathematics is being used in eco- 
nomics to an ever increasing extent is 
beyond dispute, and the probable conse- 
quences of this fact for the future of our 
discipline merit serious attention accord- 


ingly. 


BACKGROUND 


Viewed in historical perspective, the 
present situation of economics is a natural 
by-product of the gradual emancipation 
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of the science from its original status as 
a handmaiden of moral philosophy. The 
older tradition, which flowered for prob- 
ably the last time in the work of Marshall, 
was motivated only indirectly by scientific 
curiosity. The desire to do good, to edu- 
cate businessmen, politicians, and the gen- 
eral public in the virtues of free enterprise, 
the urge to reshape economic institutions 
in the image of an almost religious vision 
of the rational society: these were initially 
the primary goals of economic study. The 
idea of an empirical science of economics 
similar in structure to such disciplines as 
astronomy and mechanics is not altogether 
absent from the classical tradition, but it 
does not play a major role in the work of 
any leading economist until relatively re- 
cent times. The precursors of modern 
economics — writers such as Cournot, 
Walras, Jevons, Pareto, and Wicksell — 
although respected by their contempo- 
raries, are honored far more at present 
and for different reasons than by their 
own generations. 

This does not mean that the older tradi- 
tion is dead. The capacity of economics 
to generate moral fervor in the hearts of 
its devotees is still one of its more prom- 
inent and, on the whole, more desirable 
features. In recent years, however, more 
and more ethical and logical preconcep- 
tions have been brought into the open and 
subjected to critical examination, and ac- 
tive empirical research has brought about 
a correspondingly rapid narrowing of 
whatever areas of economics were once 
reserved for “eternal truths.” If Smith, 


Ricardo, and Mill were alive today, they 
would almost certainly be able to follow 
and appreciate most of the modern litera- 
ture, and they probably would not be 
acutely uncomfortable in the presence of 
their contemporary colleagues. But they 
would surely be astonished at the turn the 


science has taken in the direction of 
mathematical economics and econometrics. 


CONTEMPORARY METHODOLOGY 
OF POSITIVE ECONOMICS 


The break with the older tradition is 
apparent in the prevailing attitude of 
economists toward economic theory. The 
accepted philosophy is essentially the same 
as that of the physical sciences, due allow- 
ance being made for differences in detail 
that arise from differences in subject mat- 
ter. The existence of certain uniform, 
albeit highly complicated, relations among 
measurable phenomena is taken as a point 
of departure. Nothing definite is supposed 
to be known about the “true” nature of 
these relations. Like African tribesmen 
confronted with a piece of complicated 
machinery, we are able to detect only the 
outward signs of the working of inner 
forces; the underlying mechanism is hid- 
den from sight and might be unintelligible 
even if it were open to observation. In an 
attempt to make sense of this chaos of 
sense impressions, to organize our ideas 
about objects and events in the real world, 
we postulate the existence of various imag- 
inary entities, endow them with hypotheti- 
cal properties, and then deduce by 
accepted logical procedures the existence 
of relations among these imaginary objects 
which would hold if reality truly con- 
formed to this particular mental concep- 
tion of it. If magnitudes described by such 
a logical system are then identified with 
measurable properties of observed phe- 
nomena, we obtain a concrete interpreta- 
tion of the logical system, and the system 
so interpreted is said to constitute a theory 
of the particular collection of data and 
relations to which it refers. Finally, if 
relations among the quantities described 
in the theory are discovered to hold, within 











some allowable margin of error, for rela- 
tions among corresponding measures of 
observable phenomena, the theory is said 
to explain these phenomena.’ 

On this view, accurate prediction of ob- 
served events is the ultimate criterion of 
a satisfactory theory, and empirical rele- 
vance becomes an absolute prerequisite of 
“good” economics. To discover whether 
the conclusions of a theory are in satis- 
factory accord with factual knowledge, 
however, it is first necessary to be sure that 
the theory itself is internally consistent and 
logically unambiguous; otherwise there is 
nothing to test. To state the matter an- 
other way, it is essential to distinguish 
sharply among the casual empirical back- 
ground, the formal logical content, and 
the concrete applications of economic 
theory, and to recognize that there are no 
definite rules of procedure for linking to- 
gether these three aspects of theoretical 
analysis. If intuitive, logical, and factual 
considerations are mixed together indis- 
criminately, as is fairly common both in 
traditional theory and in contemporary 
literary and mathematical economics, the 
results can hardly be anything but con- 
fused and confusing. To be sure, the 
practice is sometimes justified on the 
ground that “it is better to be vaguely 





*See Milton Friedman, “The Methodology 
of Positive Economics,” in Essays in Positive 
Economics (Chicago: Chicago University Press, 
1953), pp. 1-43; T. C. Koopmans, Three 
Essays on the State of Economic Science (New 
York: McGraw-Hill, 1957), pp. 129-48; A. G. 
Papandreou, Economics as a Science (Philadel- 
phia: Lippincott, 1958). Better and more con- 
cise statements of essentially the same point of 
view are available in writings by noneconomists; 
see, for instance, W. Feller, Introduction to 
Probability Theory and Its Applications (2nd 
ed.; New York: Wiley, 1957), pp. 1-6; G. Y. 
Rainich, Mathematics of Relativity (New York: 
Wiley, 1950), p. 169; M. Richardson, Funda- 
mentals of Mathematics (Rev. ed.; New York: 
Macmillan, 1958), pp. 33-38. 


MATHEMATICS AND ECONOMICS 39 


right than precisely wrong.”* There may 
be something to this since a precise theory 
can only be wrong if it is logically incon- 
sistent, and an inconsistent theory is cer- 
tainly useless. On the other hand, what is 
vaguely right is thoroughly equivocal and 
an equivocal theory is, by its very nature, 
exempt from serious factual or logical 
criticism. This is not to say that such a 
theory is necessarily senseless, mistaken, or 
even devoid of meaning; precisely the 
contrary might be true. Such an issue can 
hardly be decided until the equivocations 
of the theory have been removed and its 
precise formal implications unearthed. 
The virtue of precision in a theory is, or 
ought to be, to facilitate the disposal of 
theoretical rubbish. 


RATIONALE OF MATHEMATICAL ECONOMICS 


We come now to what is perhaps the 
most significant feature of current practice 
among mathematical economists. Con- 
trary to popular belief, the work of mathe- 
matical economists is not essentially 
different from that of any good literary 
economist; for it does not involve the 
adoption of specific problem-solving tech- 
niques so much as the application to eco- 
nomics of systematic methods of logical 
analysis. 

To appreciate more fully what this en- 
tails, we may recall that most of the tradi- 
tional doctrines of mathematics — and the 
calculus in particular— were developed 
originally with no real attempt to reduce 
the fundamentals to a simple collection 
of axioms. Prior to the present century, 
a mixture of logic and intuition was the 





*Compare K. W. Rothchild, “Price Theory 
and Oligopoly,” Economic Journal, Vol. 57 
(1947), p. 320, reprinted in A.E.A. Readings 
in Price Theory (Homewood: Irwin, 1952), 
pp. 440-64. 
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accepted means of developing theorems 
and this led to difficulties in pure mathe- 
matics similar to those which some people 
now regard as a peculiar affliction of eco- 
nomics, namely, ambiguity, confusion, and 
consequent distrust of the validity of the- 
oretical results.‘ 

This led around the turn of the last 
century to the development within mathe- 
matics of a technique of theory construc- 
tion specifically designed to guarantee that 
the basic elements of a logical system were 
displayed so as to preclude unconscious 
leaps of the imagination being substituted 
for acknowledged rules of logic. This tech- 
nique, now referred to as the axiomatic 
method, is the ultimate standard by which 
most mathematical economists would 
judge the adequacy of economic theories. 
It is also one of the more important sources 
of inspiration for current research in for- 
mal economic theory.° 

The essence of the axiomatic method 
is to recognize at the outset of any analysis 
that certain basic concepts cannot and 
need not be defined in terms of more ele- 
mentary notions. Thus, the supposed 
“definition” of a point in geometry as 
“that which has neither width nor length” 
is regarded as a picturesque description, 
rather than a definition in the strict sense. 
After all, a geometrical point lacks many 
things besides extension: color, smell, 
capacity for thought, a happy home life, 
and so forth. More generally, any word 
or phrase which has been defined in a 
strict sense can always be replaced by its 
defining term; so if all words could be so 


*For further details, see R. B. Kershner and 
L. R. Wilcox, The Anatomy of Mathematics 
(New York: Ronald, 1950), Ch. 3, partic- 
ularly pp. 25-27. 

*See Koopmans, of. cit.; G. Debreu, Theory 
of Value, Cowles Foundation for Research in 
Economics, Monograph 17 (New York: Wiley, 
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defined, then all words could be dispensed 
with! One is forced to conclude that cer- 
tain basic words must always remain un- 
defined; that the “meaning” of at least 
some terms in any analysis must be left to 
be inferred from the context in which they 
appear. 

Once this basic principle is accepted, it 
does not matter if words that are used to 
refer to undefined concepts have intuitive 
associations for the persons who use them 
or if different persons have different asso- 
ciations. In adopting the axiomatic method 
of argument, all such associations are care- 
fully eliminated in actual analysis by 
simply refusing to know anything at all 
about undefined concepts except what is 
explicitly asserted in various initial postu- 
lates. Although the undefined concepts 
thus have no meaning in and of them- 
selves, the postulates impart to them cer- 
tain generalized “meanings” in terms of 
permissible mutual interrelationships. That 
is to say, the set of initial postulates will 
normally admit of one or more concrete 
interpretations of the undefined concepts 
but will firmly and finally exclude certain 
other interpretations. 

Of course, there is nothing in the axio- 
matic method that guarantees practical 
usefulness to its results. In the case of 
pure mathematics, however, the fruitful- 
ness of the axiomatic method has been 
nothing short of startling; and the informal 
use of similar procedures in physics, biol- 
ogy, and other sciences has also been highly 
successful. Among other things, the tech- 
nique permits an imposing superstructure 
of propositions to be erected on a very 





*See J. L. Synge, Science: Sense and Non- 
sense (New York: Harcourt, no date); W. 
Feller, op cit., Introduction; J. H. Woodger, 
The Axiomatic Method in Biology (Cambridge: 
Cambridge University Press, 1937) ; P. Suppes, 
Introduction to Logic (New York: Van 
Nostrand, 1957), pp. 274-304. 








narrow foundation; and because the foun- 
dation is explicit, it can be stripped of 
virtually all ambiguities and made corre- 
spondingly amenable to precise communi- 
cation and criticism.’ Thus, it is not 
surprising that economic theorists have 
been encouraged consciously or uncon- 
sciously to make use of axiomatic tech- 
niques in economic analysis. This has 
occurred in an obvious way only in a few 
areas — notably the theory of consumer 
behavior and the pure theory of exchange 
equilibrium® — but the point of view 
adopted in these areas has profoundly 
influenced theoretical activity in every 
other branch of economics. 


MATHEMATICAL ECONOMICS AND THE 
LITERARY TRADITION 


By its very nature, the axiomatic method 
is directly applicable only to the formal 
logical features of a theory. As concerns 
the selection of basic concepts and the for- 
mulation of postulates, intuition neces- 
sarily reigns supreme. So far as practical 
applications are concerned, moreover, 
there can be no effective substitute for 
broad experience and solid common sense. 
Even if an “axiomatic revolution” had 
already occurred in economics, these things 
would not be changed. Granted that such 


a “revolution” is now in progress, however, 


we may draw certain plausible inferences. 

In the first place, the “revolution” will 
be gradual, and the “takeoff,” if any, will 
be delayed for some time, for the con- 





"For outstandingly clear accounts of the 
axiomatic method, see R. L. Wilder, The 
Foundations of Mathematics (New York: 
Wiley, 1952), Ch. 1; and Kershner and Wilcox, 
op. cit., Chs. 1-6. 

*Outstanding contributors to this area of 
economics include Arrow, Debreu, Hahn, 
Houthakker, Hurwicz, Koopmans, McKenzie, 
Samuelson, Uzawa, and Wald. For explicit 
references, see Debreu, op. cit., pp. 103-7. 
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struction of fruitful axiom systems in an 
empirical science necessarily goes hand in 
hand with the creation of an established 
body of factual knowledge. Regarded as a 
preliminary to the development of more 
efficient procedures of empirical research, 
moreover, the “revolution” might well turn 
out to be abortive. What has to be feared 
is that economic axiomatics may prove so 
intriguing in its own right that we will 
never proceed to the point of practical 
applications; that axiomatics, regarded as 
a means to the development of a secure 
theoretical foundation for economic sci- 
ence, will be confused with economic sci- 
ence itself, leading, as Theil has put it, to 
“the unlimited postulation of irrelevant 
truth.”® This is undoubtedly the basis of 
much of the present distrust of mathe- 
matical economists, econometricians, and 
their work. For as every literary econo- 
mist knows, and as more than a few 
mathematical economists have discovered 
to their sorrow, it is much easier to invent 
a logically precise model to describe almost 
any imaginary economic system than to 
formulate a logically loose model to de- 
scribe even the simplest concrete situation. 

There lies the rub. How much easier 
to solve imaginary estimation problems 
than to invent and test a precise theo- 
retical description of some aspect of reality. 
How much simpler to prove that Marshall 
must have been the second of two candi- 
dates when he won second place in the 
Cambridge Mathematics Tripos than to 
carry out a systematic study of the short- 
comings of contemporary empirical re- 
search. How much nicer, indeed, to 
discuss the existence and stability of 
equilibrium under hypothetical competi- 
tive conditions than to propose a usable 
theory of actual commodity markets. Not 





°H. Theil, Economic Forecasts and Policy 
(Amsterdam: North Holland, 1958), p. 4. 
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that mathematical economists do not con- 
cern themselves with practical problems; 
many do. It has been suggested, however, 
that the problem of greatest practical sig- 
nificance to the “modal” mathematical 
economist is the problem of “publish or 
perish.” 

If we are seeking grounds for present 
complaints about the practice of mathe- 
matical economists, our search might well 
begin with a catalogue of potential abuses 
of the axiomatic method as applied to an 
empirical science. However, it would be 
foolish to suppose either that mathematical 
economists are unaware of these dangers 
or that mathematical economists are any 
less concerned than so-called literary econ- 
omists with the advancement of economics 
as an applied science. Neither is there any 
reason to suppose that mathematical 
economists are less well equipped than 
their literary brethren for systematic em- 
pirical research. This particular line of 
attack is thus less promising than it looks 
at first sight. 

The root cause of whatever friction 
exists between mathematical and literary 
economists is perhaps more easily trace- 
able to the fact that mathematical econo- 
mists display occasional disdain for the 
work of their literary predecessors. If 
literary economists seem to be the main 
target of critical attacks by mathematical 
economists, however, that is probably be- 
cause most of what is both good and bad 
in modern theory was originally conceived 
within the literary tradition. Indeed, judg- 
ing by the extent to which mathematical 
economists draw their basic hypotheses 
from received doctrine, it would not be 
inappropriate to argue that they are, if 
anything, too diffident toward traditional 
theory and excessively slow to develop 
ideas of their own. At the same time, their 
sharp and sometimes niggling criticisms of 
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confusions in earlier thought have often 
appeared to represent a kind of intellectual 
arrogance, and this may be counted a sin 
in its own right. The real trouble, how- 
ever, is surely that mathematical econo- 
mists and literary economists do not always 
speak the same language and so com- 
municate rather imperfectly when they 
communicate at all. Apart from this, the 
two camps seem to have nothing of sub- 
stance to quarrel about. 

The main burden of the preceding argu- 
ment is that the advancement of economics 
as an empirical science requires that its 
foundations be absolutely secure. This can 
be accomplished only by distinguishing 
clearly between logic, intuition, and appli- 
cations in economic analysis, for only in 
this way can confusion be avoided between 
wishful thinking and disciplined analysis. 
In principle, there is no reason why the 
use of mathematics should be essential for 
this purpose; systematic thought is pre- 
sumably systematic thought regardless of 
the language used to express it. In prac- 
tice, however, ordinary language does not 
suffice for the development and communi- 
cation of precise ideas. There would be no 
end of confusion if legal contracts were 
written in the language of the man in the 
street. Historical scholarship could hardly 
exist if Basic English were the only 
medium of communication. Statistical 
analysis would be an impossibly difficult 
business if the use of symbolic expressions 
were forbidden. Logic itself —of which 
mathematics might be considered a special 
branch — would hardly have progressed 
beyond the stage at which Aristotle left it 
were it not for the systematic creation and 
use of symbolic techniques of expression. 

There is no need to pursue the matter 
further. Logically, an empirical science 
does not entail the formal or informal use 
of the axiomatic method; logically, mathe- 








matics does not entail the use of abstract 
symbols. But the practical desirability of 
linking science with axiomatics, axiomatics 
with mathematics, and mathematics with 
abstract symbolism is not open to serious 
question in this day and age. Issues of 
“more or less” still arise from time to time, 
but few people would now be prepared to 
oppose, on grounds of principle, the use of 
mathematics in any science. 

Even if there is no general opposition to 
the use of mathematics in economics, we 
may still expect objections, and strong ob- 
jections at that, to precise statements of 
economic theories in which form is con- 
fused with substance. This kind of con- 
fusion is perhaps more likely to occur in 
mathematical than in literary analysis, but 
literary models may suffer from the same 
defect. What is truly significant in this 
connection is that, whether a theory is 
expressed in literary or in mathematical 
form, persons who are specially equipped 
to deal with symbolic arguments are likely 
to be in the best position to appraise its 
logical validity and potential empirical 
applications. Ultimately, therefore, the 
“policing” of economic science — the es- 
tablishment of minimal standards of pro- 
fessional competence and empirical rele- 
vance — is likely to be done by persons 
who are well versed in the use of mathe- 
matics. Indeed, there are obvious tenden- 
cies working in this direction at the 
present time, the strength of which may be 
expected to increase substantially in the 
years to come. This will naturally carry 
with it forces making for even greater use 
of mathematics in applied and theoretical 
economic research. 


PROBLEMS AND PROSPECTS 


The probable consequences of this de- 
velopment are’ not difficult to foresee. 
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Already we are beginning to experience 
important changes of emphasis in teaching 
and research within the traditional fields 
of economics. Labor economics, public 
finance, international trade, economic de- 
velopment, industrial organization, and 
even the history of economic thought are 
more and more concerned with problems 
of theory construction, quantitative meas- 
urement, forecasting techniques, and re- 
lated issues. Courses in elementary statis- 
tics are being expanded into sequences of 
courses leading up to full-scale treatments 
of econometric theory and _ practice. 
Courses in economic theory are being aug- 
mented by courses in mathematical eco- 
nomics, activity analysis, linear program- 
ming, the theory of games, and so forth. 

If this process continues at anything 
like the pace maintained during the past 
few years, some fairly serious problems of 
technological redeployment and even dis- 
guised unemployment are likely to emerge. 
Literary economists will have to learn 
more statistics and mathematics in order 
to function effectively in teaching and re- 
search ; mathematical economists will have 
to learn more statistics and econometrics 
to adapt to new standards of empirical 
relevance in economic theory; econometri- 
cians will have to learn more about the 
real world and concentrate less on the pure 
theory of statistical estimation. The pros- 
pect is not unhappy so far as the future of 
the discipline is concerned. Bearing in 
mind the inefficiency and inflexibility of 
the typical university administrator, how- 
ever, we may be pardoned a few shudders 
at the thought of a prolonged period of 
transition! 

Another serious problem, closely related 
to that just mentioned, concerns the math- 
ematical and statistical training of 
graduate students. Anyone who has had 
significant dealings with professional 
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mathematicians knows only too well what 
a horrible mess they can make of a 
promising young economist if they are 
permitted to see too much of him too 
early in the game; and mathematical 
statisticians are only slightly less dangerous 
in this respect. In the absence of a large 
and well-trained cadre of mathematical 
economists and economic statisticians, 
however, there is little choice. If graduate 
students do not get inadequate training in 
mathematics and statistics, they will get 
the wrong kind — which may be almost as 
bad. Schools that are fortunate enough 
to have a strong group of applied mathe- 
maticians may do fairly well in this regard ; 
but the typical university is more likely to 
provide a haven for pure mathematicians, 
and they are an altogether different breed 
of animal. 

There is no completely satisfactory solu- 
tion to this problem, but there is some 
reason to believe that even a partial solu- 
tion will require increased emphasis on 
interdisciplinary programs connecting, say, 
economics with mathematics, with indus- 
trial management, and with business eco- 
nomics and industrial engineering. At the 
present time there is too often a tendency 
in all of these disciplines to think that 
every important problem can be solved 
by calling in occasional specialists or ac- 
quiring additional time on a computer. 
Effective interdisciplinary work could do 
a great deal to dispel this illusion. To be 
successful, however, such programs must 
entail a flow of traffic in more than one 
direction. Not only must economists treat 
mathematics, industrial management, and 
other disciplines as worthwhile sciences in 
their own right; practitioners of the latter 
sciences must also come to respect eco- 
nomics for its own sake. The day has 
passed when a person without training in 
mathematics and the physical sciences can 
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be considered to have a “broad” educa- 
tion. The reverse is also true: scholars 
in the physical sciences need to have a 
more detailed knowledge of the subject 
matter and techniques of the social sci- 
ences. Of course the prospects for solid 
interdisciplinary work are not very bright 
in any case so long as university adminis- 
trative arrangements artificially separate 
disciplines into departmental units each 
of which is forced to consider itself a 
little “empire.” But that is a separate 
problem. 

Another matter of possible concern has 
to do with the orientation of research in a 
world of mathematical economists. It is 
well known that empirical research of 
any kind is a laborious and time-consuming 
process; that good empirical research, 
particularly if it is undertaken by a bril- 
liant scholar, is likely to take a far greater 
proportion of his active professional life 
than a piece of theoretical research. It is 
also likely to require considerably more 
research money. This might easily lead to 
a vicious circle in economic research. 
Being an underdeveloped discipline, eco- 
nomics is badly in need of capital accumu- 
lation in the form of an established body 
of empirical knowledge. At the present 
time, however, private and social goals are 
likely to conflict. Even though, as indi- 
viduals, each of us sees the desirability of 
doing empirical work, and even though 
we might feel capable of doing it our- 
selves, very little thought will suffice to 
convince anyone who is, at the same time, 
capable of doing pure theory, that it is in 
his own interest to think as little as pos- 
sible about problems of the real world and 
get on instead with the writing of papers 
that do not require so much expenditure 
of time and money — in short, papers on 
purely theoretical topics. 

There is no end of potential papers of 








this kind. So long as one is never expected 
to confront theory with fact, literally any 
theory is perfectly fair game; and when 
one model is completed, another can be 
developed out of the first by adding a few 
variables, changing a few assumptions, 
and so forth. Provided this kind of 
activity is intellectually competent and 
satisfying, moreover, there is really no 
basis for objecting to it in principle; who 
knows what may someday prove to be 
useful? If enough people do pure theory 
and do it well, it will naturally come to 
have a certain generalized respectability in 
the eyes of the profession at large. 

The person who breaks away from this 
game and engages in empirical research 
does not need to worry about receiving 
plaudits from the profession. His energy 
and spirit of adventure will almost cer- 
tainly be commended, provided his re- 
search is successful. If it is not, however 
—and there is no reason to believe that 
empirical research in economics will 
always be successful any more than it is 
in the physical sciences — then he may be 
in trouble. Professional journals are not 
noted as outlets for unsuccessful research 
results; and if such research is not recog- 
nized in some way, then an individual’s 
time is certainly wasted from the stand- 
point of the people who control his salary 
and promotion prospects. 


SUMMARY AND CONCLUSION 


The ultimate aim of economics, like 
that of any other empirical science, is ac- 
curate prediction of future events. Except 
within rather narrow limits, such a goal is 
hopelessly ambitious and can never repre- 
sent much more than a program of re- 
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search. Regarded as an ideal, however, 
the goal is worth pursuing, partly for its 
own sake, partly for the power it may give 
man over his economic environment. Even 
if accurate economic prediction is impos- 
sible, the attempt to develop useful pre- 
dictive techniques can be counted upon to 
yield a large and informative collection of 
descriptive studies of concrete phenomena. 
This fact alone is perhaps sufficient to 
justify the increasingly econometric orien- 
tation of contemporary economics. 

Wider use of mathematics as a tool for 
theoretical and empirical research is a 
natural if not a necessary consequence of 
this development, and anyone who wishes 
to retain his standing as a professional 
economist is therefore well advised to 
maintain a moderate stock of mathe- 
matical artillery, partly for research pur- 
poses, partly to fend off possible attacks 
by second-rate logicians masquerading as 
brother economists. No doubt there will 
always be some room on the fringes of the 
science even for the completely nonmathe- 
matical economist. But it is likely to be 
a case of “standing room only” before 
many years have passed. 

Whither mathematical economics pro- 
ceeds from this point remains to be seen. 
Wherever it does go, however, the road is 
likely to be paved with logical rigor and 
strewn with the intellectual cadavers of 
those who are allergic to mathematics. 
Whether this is a desirable or happy out- 
come is a separate question. However that 
may be, those who see in it cause for 
rejoicing had best look to their economics 
— they may need it in the near future. 
Those who shed a bitter tear will do well 
to look to their mathematics anyhow — 
unless the age of retirement is fairly near. 





Implications of Labor Force Developments 


for Unemployment Benefits* 


Richard A. Lester 


During the 1940’s and 1950's, the nation’s 
labor force experienced changes of im- 
portance for unemployment compensation. 
A relative increase occurred in the num- 
ber of persons working on a part-time 
basis or for only part of the year. Such 
partial or intermittent attachment to the 
' work force has become especially preva- 
lent among secondary workers (housewives 
and students with no dependents, who 
spend part of a normal work week or 
work year on home or school responsi- 
bilities). Semiretired workers have been 
another element expanding the part-time 
labor force. 

The character of unemployment also 
seems to have been changing. The aver- 
age spell of joblessness has lengthened. 
Involuntary part-time unemployment has 
increased. Also unemployment benefits 
are being used to attract and hold workers 
in intermittent and seasonal work in a 
way that may increase the total volume of 
unemployment. 

The changing nature of unemployment 
is stimulating a re-examination of unem- 
ployment compensation and consideration 
of new approaches to the problem of 





* This paper was prepared during the tenure 
of a Ford Foundation fellowship. The conclu- 
sions are those of the author and are not 
necessarily supported by the Ford Foundation. 





income maintenance during joblessness. 
An approach being pressed in Washington 
is to abandon much of the traditional 
philosophy of unemployment compensa- 
tion as a short-term measure designed to 
cushion frictional and cyclical unemploy- 
ment and to direct at least part of the 
program toward the problem of struc- 
tural and long-term unemployment grow- 
ing out of automation, declining indus- 
tries, and depressed areas. This approach 
would considerably lengthen benefit dura- 
tion and add the cost of retraining and 
relocating the long-term unemployed. 

Those who adhere to the traditional 
approach would provide more adequate 
benefits for a period of 30 to 39 weeks 
and buttress unemployment compensation 
by a federal-state program of general (in- 
cluding unemployment) relief. 

Under either approach the issue arises 
of differentiating among various classes of 
jobless and jobless beneficiaries — accord- 
ing to their attachment to the labor 
market, employment record, type of un- 
employment, and prospects for re-employ- 
ment. Some proponents of the traditional 
approach would differentiate benefit levels 
and benefit duration more sharply in 
terms of prior employment record and 
current attachment to the labor market. 

This paper first examines the facts — 


47 








48 





developments in the labor force and in 
the character of unemployment. Atten- 
tion is then given to the effects of benefits 
on labor mobility and some employers’ 
use of benefits to subsidize low-paid, 
irregular work. Finally, the policy impli- 
cations that the factual material has for 
unemployment compensation are ex- 


plored. 


SIGNIFICANT CHANGES 
IN LABOR FORCE ATTACHMENT 


The American labor force has come to 
be characterized by a high degree of 
partial and shifting attachment. Of the 
78 million different persons who worked 
at some time during 1959, 30 percent 
(23.6 million) worked at part-time jobs 
or at full-time jobs for only 1 to 26 weeks, 
and 10 million more worked during the 
year than were employed at the seasonal 
peak of 67.6 million in July. The tend- 
ency for housewives, students, and older 
persons to seek less than full-time work 
throughout the year has important impli- 
cations for eligibility and benefit provi- 
sions of unemployment compensation 
laws. 

In the 1940’s and 1950’s, workers par- 
tially or intermittently attached to the 
labor market became an increasing pro- 
portion of the nation’s labor force. A 
growing percentage of the gainfully em- 


ployed is represented by students who. 


combine school attendance and part-time 
or vacation employment, housewives who 
work while children are in school, and 
workers 65 or over who draw a pension 
but seek part-time or occasional employ- 
ment. 

Between 1940 and 1960, the percentage 
of married women who, along with their 
husbands, were in the labor force and 
adding to the family income practically 
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doubled. The labor force participation 
rate of married women living with hus- 
bands rose from 14.7 percent to 28.5 per- 
cent during those two decades. 

The decade from 1950 to 1960 wit- 
nessed a 40 percent increase in part-time 
employment compared with a rise of only 
8 percent in full-time employment. The 
result was that in May, 1960, some 12.5 
million workers (18.5 percent of those in 
nonfarm jobs') were, for a variety of 
reasons, employed only part of the work 
day or work week.” 

Such relative expansion in part-time 
employment can be traced largely to the 
great influx of types of workers who de- 
sire less than full-time employment (stu- 
dents, married women, and semiretired 
persons) and to the rapid growth of trade 
and service industries which traditionally 
have provided much part-time employ- 
ment. Three-fourths of the increase in 
voluntary part-time employment between 
1955 and 1960 occurred in trade and serv- 
ice lines, where persons working part-time 
by choice normally represent one-sixth of 
the work force. 

Part-time workers by preference have 
been increasing in all age groups except 
for men 25 to 64 years of age, of whom 
less than 2 percent desire part-time em- 
ployment. As one would expect, married 
men are less likely to seek part-time work 
than are single, widowed, or divorced 
men. Some 17 percent of the women aged 
18 to 64 in the labor force want only 
part-time jobs, and the same is true of 
80 percent of male and female workers 
under 18 years of age. Of the men 65 





* The corresponding figure for 1950 was 15 
percent. 

*This and the next two paragraphs draw 
heavily from R. L. Stein and J. L. Meredith, 
“Growth and Characteristics of the Part-time 
Work Force,” Monthly Labor Review, Vol. 83, 
No. 11 (November, 1960), pp. 1166-75. 








IMPLICATIONS OF LABOR FORCE DEVELOPMENTS 49 


and over who are engaged in some work 
during the year, 35 percent worked at 
part-time jobs in 1958 and 1959 compared 
with a figure of 24 percent in 1950.* 

Intermittent or temporary attachment 
to the labor force has been expanding 
along with part-time employment. The 
same groups largely account for both 
phenomena. Married women frequently 
enter and leave the labor force to meet 
home and family responsibilities, students 
work during vacations, and pensioners 
may take temporary jobs. A study of the 
Bureau of Labor Statistics states: “In 
1957 and other recent years, an average 
of 3% million persons— mostly house- 
wives, students, and older semi-retired 
men—entered the labor force each month 
(on the average) while an almost equal 
number withdrew.”* The study adds that 
“About half of these withdrawals from the 
labor force occurred after a period of un- 
employment ranging from one week up to 
2 months.” Data from the monthly sur- 
vey of the labor force covering the year 
1959 indicate that between one month 
and the next an average of about 10 per- 
cent of married women workers left the 
labor force and another 10 percent en- 
tered the labor force, compared with a 
figure of only about 1 percent for married 
men.” 

The role played by the same three cate- 
gories of workers in seasonal and inter- 
mittent employment is indicated by sta- 
tistics of persons out of the work force in 





*Sophia Cooper, “Work Experience of the 
Population in 1959,” Monthly Labor Review, 
Vol. 83, No. 12 (December, 1960), Table 7, 
p. 1278. 

*The Extent and Nature of Frictional Unem- 
ployment, Study Paper No. 6, prepared by the 
Bureau of Labor Statistics for consideration by 
the U.S. Congress, Joint Economic Committee, 
86th Cong., Ist Sess., November 19, 1959, 
p. 33. 

*Ibid., pp. 1279-80. 





Table 1 


PERCENTAGES BY WHICH THE NUMBER OF PERSONS WITH 
SOME GAINFUL EMPLOYMENT DURING THE YEAR EX- 
CEEDED THE AVERAGE WEEKLY LABOR FORCE, BY AGE 
AND SEX, 1955 








Age group Male Female 
14-17 55.3% 85.0% 
18-19 24.6 39.2 
20-24 8.9 37.7 
25-34 3 33.8 
35-44 8 27.2 
45-54 1.9 23.5 
55-64 3.3 28.3 
65 and over 23.1 52.8 





Source: Gertrude Bancroft, The American Labor 
Force: Its Growth and Changing Poupenee (New 
York: Wiley, 1958), Table 10, 16. 


the low month of employment. For ex- 
ample, of the 10.7 million who were not 
in the labor force in January, 1956, but 
had worked some time in the year 1955, 
6.1 million were housewives, 3.2 million 
were school and college students, and 1.2 
million were out of the labor force be- 
cause it was an off season in their in- 
dustry, or they were on their way into or 
out of the military, or they had retired.® 
These figures, of course, understate the 
amount of in and out movement over a 
whole year, especially by pensioners. 

The intermittent employment of some 
groups is also indicated by the extent to 
which the number of persons who worked 
during a calendar year exceeds the num- 
ber in the labor force for an average week 
in the same year. In the year 1955, for 
instance, the number working at some 
time exceeded the labor force average by 
the percentages shown in Table 1. 

There is clearly a marked difference 
between the percentages for males and 
females in the ages from 20 to 64, and, 
for both sexes, between workers in those 
age categories and the younger or the 





*Gertrude Bancroft, The American Labor 
Force: Its Growth and Changing Composition 
(New York: Wiley, 1958), p. 15. 
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older workers. Women are much more 
likely than men to be in part-time, inter- 
mittent, and marginal work. Of the 17 
million working wives, one-third work full 
time throughout the year, one-third usu- 
ally work part time, and the remaining 
third work at full-time jobs only part of 
the year. 

The labor force developments _illus- 
trated by these statistics have implications 
for unemployment compensation. Mar- 
ried women, for example, have a relatively 
high unemployment rate in years of pros- 
perity. In such years, women constitute a 
disproportionately high percentage of all 
beneficiaries. Although females comprise 
about 33 percent of the labor force, they 
represent 40 percent or more of the bene- 
ficiaries in prosperous years such as 1952, 
1953, 1955, and 1956. The proportion de- 
clines to about 33 percent in recession 
years such as 1958 and 1960, when adult 
male unemployment rises rapidly. The 
female percentage of beneficiaries also has 
a notable seasonal variation. In prosper- 
ous years, females constitute 45 to 48 per- 
cent of all beneficiaries in June and July 
but only 30 to 32 percent in February 
and March.’ 

Figures for particular states reveal wide 
variations in the percentages that women 
constitute of the total beneficiaries. For 
example, in October, 1960, they were 50 
to 60 percent of the insured unemployed 
in Hawaii, Maine, Massachusetts, Ne- 
braska, New Hampshire, New Jersey, 
North Carolina, and Vermont. However, 





"Based on “weeks of unemployment covered 
by continued claims” as reported monthly by 
the U.S. Department of Labor in the table on 
Selected Local Office Employment Security 
Activities in The Labor Market and Employ- 
ment Security. Monthly figures of the insured 
unemployed by sex for each state are given in 
The Insured Unemployed, also published by 
the Department of Labor. 
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they represented only 16 percent of the 
insured unemployed in West Virginia, 19 
percent in Michigan and Louisiana, and 
23 or 24 percent in Alabama, Kentucky, 
and Ohio. 

Women tend to comprise an especially 
high proportion of the workers receiving 
partial benefits for underemployment or 
partial unemployment. In Massachusetts, 
for example, in 1958 and 1959 female 
beneficiaries accounted for 38 and 40 per- 
cent, respectively, of all checks for total 
unemployment but 69 and 73 percent of 
all claimants receiving partial unemploy- 
ment benefits. Over half of the recipients 
of partial benefits in Massachusetts are 
women in the shoe and apparel industries.* 

Few states publish data on the ages of 
beneficiaries. A New York State study 
for the month of August, 1959, showed 
that 1 out of 9 claimants was 65 years old 
or over and that 1 out of every 11 claim- 
ants was receiving, or had applied for, a 
pension under a public or a private retire- 
ment program.® 


That women, generally speaking, have: 


a looser attachment to the labor market 
than men is also indicated by studies of 
the status of persons who have exhausted 
their benefit rights under unemployment 
compensation. National data for 1956 
show that women were a higher propor- 
tion of exhaustees than they were among 
all claimants (42 percent compared with 
36 percent of all claimants). Further- 
more, among the exhaustees, women were 





*Data on Massachusetts from a letter to 
the author from Mary E. Wilcox, Chief Super- 
visor of Research and Statistics of the Massa- 
chusetts agency, dated May 12, 1960. 

*New York State Department of Labor, 
Pensioners and Unemployment Insurance, a 
Survey of New York State Unemployment 
Claimants Who Received Social Security, Com- 
pany, Union or Other Pensions (Albany: Feb- 
ruary, 1960), pp. 9 and 32. 
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more prone than men to have withdrawn 
from the labor market two or four months 
after exhaustion of their benefit rights.’ 
The same is true for workers aged 65 or 
over. 

A New Jersey study showed that those 
exhausting benefit rights during the latter 


half of 1957 had comparatively short em- 


ployment records in the prosperous base 
period of 1956-57. Of the female ex- 
haustees, 40 percent had been employed 
less than 27 weeks in the base year; the 
corresponding figure for male exhaustees 
was 31 percent.** The report points out 
that the resort, amusement, and other va- 
cation activities of the shore areas have a 
normal season sufficiently short to permit 
laid-off workers to exhaust benefit rights 
before reaching the maximum duration of 
26 weeks. Also, 25 percent of the male 
exhaustees in the New Jersey study were 
65 or more years old. 


THE CHANGING CHARACTER OF UNEMPLOYMENT 


A recent study indicates that since 1948 
there has been a tendency both for unem- 
ployment rates to increase and for the 
duration of unemployment to lengthen.” 
Part of the increase in the rate of total 
unemployment is accounted for by the 
lengthening of the duration of unemploy- 





* U.S. Department of Labor, Experience of 
Claimants Exhausting Benefit Rights under 
Unemployment Insurance, 17 Selected States, 
(Washington: December, 1958), pp. 5-6 and 
Tables 15-16. 

“New Jersey Division of Employment Se- 
curity, After Unemployment Insurance, An 
Analysis of the Characteristics and Post Ex- 
haustion Experience of Claimants Exhausting 
Unemployment Insurance Benefits During the 
Six-Month Period July through December 
1957, Research Series No. 2 (Trenton: March, 
1960). Percentages calculated from Table 12, 
p. 33. 

"The Extent and Nature of Frictional Un- 
employment, op. cit., p. 61. 


ment by an average of almost three weeks 
between 1948 and 1956, two years con- 
sidered to be fairly comparable.'* 
Changes in labor force patterns have 
contributed to the unemployment rate in- 
crease. Important in this respect have 
been the shift from farm to nonfarm em- 
ployment and the increasing proportions 
of female workers and (recently) of 
younger and older workers in the labor 
force. As already explained, women and 
students have high rates of movement into 
and out of the labor force. When em- 
ployment levels are high, women tend to 
enter the labor force in larger numbers. 
Therefore, the margin of women’s unem- 
ployment rates over those of men is fairly 
substantial in prosperous years such as 
1951, 1952, and 1956, when they exceeded 
men’s unemployment rates by 50, 29, and 
23 percent respectively. On the other 
hand, in the recession year of 1949, the 
average unemployment rate for women 
was slightly below that of men, and in the 
recession year of 1958 the average rates 
were the same for men and women. 
Official statistics show that movement 
out of and into the labor market tends to 
keep the duration of unemployment rela- 
tively short. In the average month of a 
year like 1957, approximately 1.5 million 
of the unemployed move out of an unem- 
ployment status — some 1 million obtain 
employment and a half million withdraw 
from the labor force. In the same average 
month, some 1.5 million newcomers will 
enter the unemployment status—1 mil- 
lion lose their jobs and a half million are 
new entrants into the labor market. The 
extensive turnover among the unemployed 
partly explains why 10.6 million different 
persons experienced unemployment during 
1957 even though average monthly unem- 


* Tbid., p. 62. 
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Table 2 
EXTENT OF UNEMPLOYMENT, 1957-59 
(In thousands) 
Unemployment experience 1959 1958 1957 
Total working or looking for work 79 ,494 78 ,787 78 ,585 
Percent experiencing unemployment 15.3% 17.9% 14.7% 
Total experiencing unemployment 12,195 14,120 11,568 
Did not work but sought work 1,332 1,670 921 
Total unemployed with work experience 10,863 12,449 10,647 
Worked 50 weeks or more 840 1,180 1,119 
Worked less than 50 weeks 10,023 11,269 9 ,528 
1-4 weeks unemployment 25.6% 21.2% 25.6% 
5-10 weeks unemployment 23.4% 21.0% 24.6% 
11-14 weeks unemployment 14.0% 13.1% 14.6% 
15-26 weeks unemployment 20.7% 22.7% 19.9% 
27 weeks or more of unemployment 16.3% 22.0% 15.3% 
Total with two or more spells of unemployment 4,223 $417 4,377 
Total with three or more spells of unemployment 2,415 n.a. n.a. 





Source: Taken from hia Cooper, 
83, No. 12 (December, 1960) able 2, p. 1274. 


ployment for the year was only 2.9 mil- 
lion. Among the 10.6 million unemployed 
were 4.4 million “repeaters” who had two 
or more spells of joblessness during the 
year 1957." 

In years like 1957 and 1959, about 15 
percent of all those who worked or looked 
for work experienced some unemployment 
during the year. Two-fifths of the unem- 
ployed had two or more spells of jobless- 
ness during the year, and most of those 
“repeaters” had three or more spells of 
unemployment. These facts are indicated 
in Table 2. 

Contributing significantly to the volume 
of “repeaters” is the seasonal fluctuation 
in many businesses such as apparel, can- 
ning, construction, and recreation. It has 
been estimated by the Bureau of Labor 
Statistics that a minimum of one-fourth 
of the total unemployment in 1957 could 
be termed seasonal.’® Even excluding the 
regularly recurrent unemployment repre- 





“ Figures in this paragraph taken from ibid., 
p. 32. 
* Ibid., p. 52. 


*‘Work Experience of the Population in 1959,’’ Monthly Labor Review, Vol. 


sented by new entrants, seasonal unem- 
ployment is estimated to have accounted 
for at least 20 percent of the unemployed. 
Of course, seasonal unemployment would 
be higher if the labor force did not ex- 
pand and contract with seasonal fluctua- 
tions in employment. As explained in the 
next section, seasonal variation has been 
an important factor in the relatively high 
total of benefits in some states even in 
relatively prosperous years. 

The tendency for the level of unem- 
ployment to rise in the 1950’s has been 
another significant labor force develop- 
ment for unemployment compensation. 
Table 3, showing unemployment as a 
percentage of the civilian labor force, in- 
dicates that unemployment reached higher 
levels in the latter half of the last decade 
during both recession and non-recession 
years. Because of the relative expansion in 
the number of new entrants and in benefit 
exhaustees among the unemployed, in- 
sured unemployment was a smaller per- 
centage of total unemployment during 
1955-59 than it was in 1950-54. Insured 
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Table 3 
RATE OF UNEMPLOYMENT 





Year Percent 





1950 
1951 
1952 
1953 
1954 
1955 
1956 
1957 
1958 
1959 
1960 
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unemployment was 47.3 percent of total 
unemployment in the latter five-year 
period compared with 49.5 percent for 
1950-54. The relative expansion in non- 
insured unemployment helped to prevent 
total unemployment benefits from rising 
as rapidly as the total unemployment fig- 
ures might seem to indicate. 


BENEFITS AS A LABOR FORCE INFLUENCE 


One alleged advantage of the payment 
of unemployment benefits through the 
employment service is that thereby the 
claimant’s availability for work could be 
tested. Additionally, 28 state laws contain 
provisions requiring that beneficiaries be 
“actively seeking work” by applying for 
jobs on their own. Presumably such re- 
quirements help to increase labor mobility 
and to improve utilization of the labor 
supply by reducing individual worker at- 
tachment to one particular firm. 

In practice, however, unemployment 
compensation seems to have increased 
worker attachment to some seasonal em- 
ployers or to some types of seasonal em- 
ployment. Judging from the statements 
of administrative and staff personnel in 
many states,’® seasonal employers do use 





“The author, for example, received such 


unemployment benefits as a means of 
holding from year to year a reserve of 
workers who may wish only part-year 
work if they can supplement their wage 
income with unemployment benefits. Can- 
ners, employers in resort and seashore 
areas, and other seasonal businesses may 
be able to retain housewives and youths as 
a reserve labor supply at fairly low wages 
if those employees can be assured of 10 to 
26 weeks of unemployment benefits. In 
agricultural and shore areas, opportuni- 
ties for alternative employment during off- 
season periods may be so restricted as to 
permit housewives to be considered avail- 
able for employment with little oppor- 
tunity to test their availability. 

To the extent that such conditions pre- 
vail, unemployment compensation may 
promote adherence to an industry on the 
part of workers with loose or irregular 
attachment to the labor market. Also it 
may, in effect, provide a sort of subsidy 
that permits low-wage employers to at- 
tract and hold labor by offering a combi- 
nation of pay and benefits. Thus, unem- 
ployment benefits may serve as a means 
of helping to keep some persons in non- 
industrial areas out of the labor market 
during off seasons. 

A counterforce to such practice is, of 
course, experience rating, under which an 
employer’s tax rate varies with the rela- 
tive amount of benefits charged to his 
account. In many cases, however, the 
financial penalty on the tax side is far 
from sufficient to offset the gains from 
relatively low wages, low inventory, and 
lower overhead. Consequently, in many 
states, the firms with the greatest percent- 
age of deficit in their individual reserve 





reports in interviews in the states of California, 
Georgia, Minnesota, New Jersey, Tennessee, 
and Washington. 
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accounts are mainly in the construction, 
canning, apparel, and vacation lines. 

Since 1948, the eligibility requirements 
in terms of qualifying wages have just 
about kept pace with wage levels in cov- 
ered employment. However, in some 
states this has not been the case. On 
January 1, 1960, seven states had the same 
wage and employment requirements for 
eligibility (including minimum total earn- 
ings, which averaged $250) as they had 
in December, 1951.1" 

The result of failure to raise eligibility 
requirements with pay levels is, of course, 
to make it easier for the more loosely 
attached workers to qualify for benefits. 
With the improvements in benefit dura- 
tion, and especially with higher uniform 
duration, one might expect some relative 
increase in eligibility requirements. Espe- 
cially might one expect such an increase 
in eligibility standards with the marked 
relative expansion in part-time and part- 
year elements in the labor force. Without 
tighter eligibility requirements a relatively 
large proportion of total benefits tends to 
be paid out during fairly prosperous years. 


PROPOSED STATUTORY CORRECTIVES 


Various remedies have been suggested 
to correct a tendency for too much of a 
state’s unemployment funds to be used for 
seasonal unemployment and too little for 
recession unemployment. A number of 
states have found that the total amount of 
benefit payments in prosperous years is at 
least two-thirds of the amount paid out in 
recession years. 





"U.S. Department of Labor, Bureau of Em- 
ployment Security, Comparison of State Un- 
employment Insurance Laws as of December 
1951 (Washington: 1952), Table 14, and 
Comparison of State Unemployment Insurance 
Laws as of January 1, 1960, Bureau of Employ- 
ment Security No. U-141 (Washington: 1960), 
Table 17. 


In some states the large sums paid out 
in normal times to workers partly attached 
to the labor force has served as an ob- 
stacle to improvement in the benefit levels 
for more firmly attached workers. Both 
the matter of alleged abuse and the ques- 
tion of the cost of the normal benefit 
drain have hampered improvement in 
weekly benefit ceilings. 

The corrective measures that have been 
suggested include tighter eligibility re- 
quirements, benefits varying with family 
status, benefit standards varying with em- 
ployment records over more than one base 
year, and heavier and varying penalty 
rates on deficit accounts under experience 
rating. 

The eligibility of part-year or seasonal 
workers for jobless benefits could be re- 
stricted either by raising the requisite 
number of weeks of employment in the 
base year (15 weeks is the most common 
requirement), or by raising the required 
minimum earnings per week or per base 
year (the base-year minimum for the 51 
jurisdictions averaged $362 in 1960), or 
by some combination of those two actions. 
Most states have both a minimum em- 
ployment and a minimum earnings re- 
quirement, but 18 states confine their 
eligibility requirement to a flat total of 
earnings in the base year. 

Another method of reducing the benefit 
outflow to seasonal workers is to classify 
industries as seasonal and either provide 
benefits for those workers only during the 
seasonal period or restrict eligibility in 
off-season periods. The laws of 18 states 
contain such seasonal provisions, but their 
administration encounters serious difficul- 
ties. For each industry the season must 
be determined, and the seasonal workers 
must be defined and identified. The nec- 
essary reporting and administrative prob- 
lems have kept the use of the seasonal 
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provisions in state laws to a minimum.”* 
Because of the inherent difficulties, some 
of the states do not have the seasonal 
provisions of their laws in effect. 

A method of favoring workers who are 
firmly attached to the labor force is de- 
pendents’ allowances, which are in effect 
in 12 states. From Table 1, it is evident 
that male workers 25 to 64 years of age 
are generally working, or seeking work, 
on a full-time basis throughout the year. 
Most of them are heads of families, whose 
benefits would be increased by dependents’ 
allowances. A variation of the depend- 
ents’ allowance is the proposal for the 
benefit ceiling to vary with the number of 
dependents of the beneficiary as well as 
with his or her weekly earnings in the 
base period. 

Without doubt, breadwinners with de- 
pendents tend to be more firmly attached 
to the labor market than are youths under 
20 or married women living with hus- 
bands. The basic problem with a depend- 
ents’ allowance feature is that it departs 
from the principle of compensation for 
wage loss. It adds an element of need to 
the benefit formula or schedule. Also, 
generous dependents’ allowances may 
bring the weekly rate of compensation 
near to (in Massachusetts above) the 
worker’s normal weekly earnings. 

Another proposal is to have two differ- 
ent eligibility requirements, one for per- 
sons without dependents and another for 
persons with dependents.*® In order to 





“For example, in North Carolina only 1 out 
of every 600 or 700 employers are seasonally 
classified. They are in tobacco stemming, can- 
ning, seafood, sport and recreation, resort and 
hotel, and similar operations. 

* This has been suggested by Ralph Altman, 
Availability for Work (Cambridge: Harvard 
University Press, 1950), p. 237. Richard C. 
Wilcock believes the idea deserves serious con- 
sideration. See “Women in the American 
Labor Force: Employment and Unemploy- 


qualify for benefits, persons without de- 
pendents would be required to have more 
weeks of employment in the base period, 
larger total earnings, or both; with the 
larger eligibility requirements they would 
not, however, necessarily draw larger 
benefits. 

A reason for this proposal is the fre- 
quent difficulty of distinguishing for many 
secondary family earners between a state 
of unemployment and temporary with- 
drawal from the labor force.?° However, 
dual eligibility requirements with benefit 
discrimination on the basis of dependency 
is a move away from compensation for 
wage loss under a single formula. It also 
complicates the administration. 

Still another suggestion is to vary a 
beneficiary’s duration rights with his em- 
ployment record extending over two or 
three years rather than over just one base 
year. Additional duration would be pro- 
vided for (say) 20 weeks or more of em- 
ployment in the year preceding, or in each 
of the two years preceding, the base year. 

Certainly variation of benefits with the 
length or record of contributions is in line 
with the general philosophy of social in- 
surance. To request of employers, and to 
make benefit determinations on the basis 
of, individuals’ wage and employment rec- 
ords for a period of 24 to 36 months 
would involve additional reporting and 
administrative costs. In view of the 
changing character of the work force, 
however, the advantages of basing benefit 
duration on a longer record might war- 
rant the additional trouble and expense. 
The records of the federal Old-Age, Sur- 
vivors, and Disability Insurance program 
could be used for a study to determine the 





ment” in U.S. Congress, Special Committee on 

Unemployment Problems, Studies in Unem- 

ployment, 86th Cong., 2nd Sess., 1960, p. 169. 
* Wilcock, loc. cit., pp. 167-68. 
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difference that would result from such an 
extended base for benefits. 

Finally, many employers and employers’ 
associations propose that higher penalty 
tax rates be placed on employers with 
so-called “deficit accounts.” A few states”? 
now provide for the classification of deficit 
accounts (those in which benefits charged 
exceed contributions made) and for the 
application of higher tax rates to employ- 
ers with higher deficit ratios (deficit 
amount divided by the employer’s payroll 
over the specified period) . 

Undoubtedly, there is need for more 
analysis of deficit accounts and more study 
of the reasons for their particular deficit 
ratios than the states have undertaken. It 
is surprising that such studies have not 
been made. In the absence of careful field 
investigation and analysis, it is difficult to 
determine the economic consequences that 
would follow from the application of dif- 
ferent penalty-rate schedules. 

Undoubtedly, some seasonal and irreg- 
ular employers would find it financially 
more profitable to continue their part-year 
operations and to pay a state tax rate of 
up to 4 percent of taxable payroll than it 
would be to stabilize their employment 
through such a measure as production for 
inventory. The cost of carrying the inven- 
tory and the risk of obsolescence or spoil- 
age may more than offset the experience- 
rating gain from more stable employment. 
In addition there is the possible gain from 
lower wages when combined with the 
offer of benefits during off-season periods. 
In other words, the added tax may not be 
sufficient to discourage many employers 
from using the unemployment compensa- 
tion program as some subsidy for a sub- 
normal wage. 

If the penalty rates were sufficiently 
high to encourage more stability of em- 





™ Georgia, Missouri, and North Carolina. 
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ployment by irregular employers, they 
might serve as an incentive for such em- 
ployers to expand their employment in 
states with lower tax rates on deficit ac- 
counts. In other words, they would tend 
to accentuate the problem of interstate 
competition for industry. In addition, to 
tax some deficit accounts at a rate (say) 
ten times as much as high-reserve ac- 
counts raises a question of equity and the 
difficult problem of responsibility for un- 
employment.”* 

Such complications and questions make 
it all the more desirable to experiment 
with variable rates on deficit accounts and 
to analyze the consequences of such 
experience. 

Our discussion of proposed statutory 
correctives can be summarized briefly as 
follows: 

(1) Analysis of eligibility requirements 
and higher employment qualifications in 
some states seems necessary in order to 
meet growing pressures, arising from 
changes in the labor force, for dual stand- 
ards with respect to benefit levels and 
duration. 

(2) Serious consideration and study 
need to be given to extended duration of 
benefits based on, and directly related to, 
employment records of beneficiaries over 
a two- or three-year period. 

(3) Some experimentation with vary- 
ing tax rates on deficit accounts seems de- 
sirable in order to provide state data for 
a searching analysis of deficit accounts 
that will permit intelligent conclusions 
concerning the possibilities and conse- 
quences of reducing the relative signifi- 
cance of such accounts. 





"For further discussion of this matter, see 
R. A. Lester, “Financing of Unemployment 
Compensation,” Industrial and Labor Relations 
Review, Vol. 14, No. 1 (October, 1960), pp. 
65-66. 








Faculty Values and Business School Problems 


Thomas A. Petit 


One of the few generalizations that can 
be gleaned from the mounting literature 
on business education is that there is no 
clearly defined discipline of business ad- 
ministration.’ It is the thesis of this paper 
that because of the nebulousness of the 
field there is typically a low level of in- 
tegration of the faculty in business schools,” 
and this lack of integration is the source 
of serious organizational problems. 


VALUES AND SOCIAL INTEGRATION 


For the purposes of this paper the busi- 
ness school is conceived as a social system. 
The reason for doing this is to take ad- 





*Robert D. Calkins, “The Problems of Busi- 
ness Education,” Journal of Business, Vol. 34, 
No. 1 (January, 1961), pp. 1-9; Robert A. 
Gordon and James E. Howell, Higher Educa- 
tion for Business (New York: Columbia Uni- 
versity Press, 1959); Frank C. Pierson and 
others, The Education of American Businessmen 
(New York: McGraw-Hill, 1959); Howard 
Bowen, The Business Enterprise as a Subject of 
Research (New York: Social Science Research 
Council, 1955); Alfred L. Seelye, “A New 
Education for the Professor of Business Admin- 
. istration,” Business Topics, Summer, 1960, pp. 
7-11; Peter F. Drucker, “Business Objectives 
and Survival Needs: Notes on a Discipline of 
Business Enterprise,’ Journal of Business, Vol. 
31, No. 2 (April, 1958), pp. 81-90. 

* This assertion is based on the author’s ex- 
perience in several business schools in the 
capacities of student, professor, and adminis- 
trator. 





vantage of the theoretical framework de- 
veloped by sociologists to analyze any 
form of social system. By studying the 
business school within this frame of refer- 
ence it is possible to gain a more penetrat- 
ing understanding of its structure and 
functioning than common sense permits. 

Individuals do not behave in random 
fashion in social situations. Their actions 
are purposive, interrelated, and predict- 
able. This means that there is a pattern 
of order underlying social behavior which 
is just as susceptible to scientific analysis 
as that underlying the physical universe. 
To get at this pattern of order it is nec- 
essary to distinguish between the human 
beings who perform social actions and the 
actions which they perform. These actions 
can be organized into “roles,” in the same 
way that the actions of actors on the stage 
naturally fall into patterns of the roles in 
the play. 

Whenever an individual participates in 
a social situation in which his actions are 
influenced by what is considered to be 
socially acceptable behavior, he is playing 
a social role. We all fulfill more than one 
role in social life. A man may be at the 
same time husband, son, father, friend, 
businessman, neighbor, and citizen. A role 
is thus a sector of the actions of an indi- 
vidual. Associated with each role is a 
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mode of behavior which indicates what 
the individual is supposed to do in situa- 
tions where that role comes into play. 

A social system exists whenever two or 
more individuals come together and act 
in accordance with role expectations. The 
nuclear family is an example of a social 
system. The primary roles are father, 


mother, son, and daughter. The actions 


of each member of the family in the family 
situation are largely determined by the 
role he or she occupies. 

Fundamental tasks in the organization 
of social systems include the allocation and 
integration of roles. After it is determined 
which activities are to be undertaken to 
fulfill the basic needs of the members of a 
social system and these activities are ag- 
gregated into roles, the roles must be as- 
signed to members of the social system. 
It is essential for the effective functioning 
of the system that the roles be, integrated 
so that social friction can be kept to a 
minimum. If there is too much conflict 
between roles, individuals will act in in- 
consistent and unpredictable ways and 
social order will be undermined. War may 
even break out between parts of the sys- 
tem and jeopardize its continued existence. 

The ultimate source of role integration 
is a value system which is shared by the 
members of the social system. Every social 
system has a culture whose most funda- 
mental element is a system of values. But 
what is a value? There are numerous 
specialized definitions used in different 
disciplines and contexts. Kluckhohn finds 
that they agree only in that “values some- 
how have to do with normative as opposed 
to existential propositions.”* He offers a 





*Clyde Kluckhohn, “Values and Value- 
Orientations in the Theory of Action: An 
Exploration in Definition and Classification,” 
in Talcott Parsons and Edward A. Shils, eds., 
Toward A General Theory of Action (Cam- 
bridge: Harvard University Press, 1951), p. 390. 
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definition of values which suits our pur- 
pose: “A value is a conception, explicit 
or implicit, distinctive of an individual or 
characteristic of a group, of the desirable 
which influences the selection from avail- 
able modes, means, and ends of action.’’ 

The value system is thus “the source of 
the criteria for perceiving, evaluating, and 
controlling the achievements of the social 
system.’”® It is the ultimate source of social 
integr:‘ion because it defines the main out- 
lines of the modes of behavior associated 
with the roles which make up the social 
system. The value system is thus reflected 
in broad traits of behavior in the social 
system such as “individualism,” “collec- 
tivism,” “progressivism,” or “traditional- 
ism.” All of the roles of the social system 
are defined in such a way as to embody 
the dominant strains of the value system. 

It follows that for there to be social 
integration the value system must be un- 
ambiguous, known (consciously or uncon- 
sciously) to all members of the social 
system, and subscribed to by them. The 
more agreement there is about the value 
system the more influence it has on role 
definition and the more integration there 
is of roles. 


THE BUSINESS SCHOOL AS A SOCIAL SYSTEM 


The business school is a social system 
because the actions which occur within its 
confines are grouped into constellations of 
roles. The primary roles are professor, 
student, and administrator. Professors are 
expected to teach and do research, stu- 
dents are expected to study, and adminis- 
trators are expected to perform the 
executive functions of the school. 





* Ibid., p. 395. 

*Neil J. Smelser, Social Change in the In- 
dustrial Revolution (Chicago: University of 
Chicago Press, 1959), p. 16. 
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The business school is a particular kind 
of social system: it is an organization. 
Organizations are distinguished from other 
types of social systems such as kinship 
groups and local communities by the 
“primacy of orientation to the attainment 
of a specific goal.”* The significance of 
this distinction is that the attainment of a 
goal always involves a relationship be- 
tween the organization and the relevant 
parts of the environment in which it func- 
tions. This relationship is essentially one 
of input and output between the organiza- 
tion and the superordinate social systems 
of which it is a part. The organization 
receives as inputs the resources necessary 
for it to function. In return it produces an 
identifiable product which is an input for 
some other system or systems. 

There are three kinds of inputs: human, 
physical, and cultural. Human beings 
occupy the roles of professor, student, and 
administrator. In order to function prop- 
erly they receive physical resources from 
various sources (e.g., students, private 
donors, the community, a church organi- 
zation, the university, the federal govern- 
ment). Each supplier of human and 
physical resources is also a supplier of 
cultural resources such as ideas and values. 
To a large extent the values of students 
come from their parents and friends, the 
values of professors are supplied by their 
educational and professional affiliations, 
and the values of administrators are 
strongly influenced by the parent univer- 
sity. 

We are chiefly concerned with the 
values of the faculty. It is generally recog- 
nized that the strength of any educational 
organization lies largely in its faculty. It 





* Talcott Parsons, “Suggestions for a Sociolog- 
ical Approach to the Theory of Organizations,” 
Administrative Science Quarterly, Vol. 1, No. 1 
(June, 1956), p. 64. 





is the faculty’s responsibility to determine 
what to teach and how to teach it. Be- 
cause these activities are the main busi- 
ness of an educational undertaking the 
faculty is primarily responsible for the 
value system of the business school. The 
cultural input of students is much less 
important because their education consists 
largely in learning the ideas and values 
of their professors. The influence of ad- 
ministrators on the formation of the value 
system is of secondary importance (except 
in a highly authoritarian business school) ; 
they are mainly concerned with imple- 
menting the value system of the school 
and coordinating it with the value sys- 
tems of the university, society, and the 
business community. 

Our question then is, What forces make 
for consensus or lack of it in the value 
system of the business school faculty? The 
answer is to be found in the nature of the 
field of business administration. 


DIFFUSENESS OF THE DISCIPLINE 


Every science or discipline must be 
founded upon a particular methodology 
or focus on a unique set of questions or 
have a distinctive point of view if it is to 
achieve a separate identity. None of these 
things are true of business administration. 
The field today is such a hodgepodge that 
it is difficult to define. A cursory exami- 
nation of basic texts reveals that “business 
administration” is either not defined or 
defined perfunctorily. According to the 
Encyclopaedia of the Social Sciences 
“business administration may be defined 
as the science and art of conducting an 
enterprise with a maximum of efficiency 
and a minimum of cost.”? 





"H. Feldman, “Business Administration,” 
The Encyclopaedia of the Social Sciences, Vol. 
3 (New York: Macmillan, 1930), p. 87. 
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Such a definition may have sufficed 
when business administration was first in- 
troduced as a subject of collegiate instruc- 
tion and the main emphasis was on insti- 
tutional description. But as the discipline 
has become more firmly established it has 
attracted scholars from other fields who 
apply their methodologies and insights to 
specialized problems within the general 
area of business administration. Such 
sophisticated approaches as the analysis 
of the decision-making process, communi- 
cation theory, and operations research are 
increasingly prominent in research and 
teaching. However, the older descriptive 
and occupational orientations have main- 
tained much of their former strength. 
This means that the boundaries of the 
discipline have to be extended. A work- 
ing definition for business administration 
today is “the study of business organiza- 
tion, the processes by which business ac- 
tivity is carried on, and the factors within 
the firm and its social environment which 
influence management decisions and 
enterprise behavior.” 

There does not exist today an analytical 
framework for the study of business ad- 
ministration defined in this way. What 
we have is a discipline in embryo form 
consisting of borrowings from the business 
world, the social sciences, mathematics, 
and engineering. The parts of the busi- 
ness administration curriculum are pres- 
ently related only because the phenomena 
studied come together in the business 
enterprise. 

Every professional man requires an oc- 
cupationally oriented value system as part 
of the ethical and moral equipment he 
needs for his work. Because the field of 
business administration is so large, nebu- 
lous, and fragmented, business school 
faculty members cannot derive from it 
their basic value system. They must de- 
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pend largely on the value system of some 
other social system with which they main- 
tain contact. This means that the man 
who has come into academic life after a 
successful career in business will have a 
different value system from the faculty 
member who has pursued a strictly aca- 
demic career. This is bound to happen 
because the business firm is a different 
kind of social system from the university 
and it requires a different kind of value 
system. Both kinds of individuals may be 
needed in a business school faculty but 
the relationship between their value sys- 
tems is likely to be tenuous. Their differ- 
ences may be refreshing and stimulating 
to be sure, but unless there is a common 
set of values to which they can both sub- 
scribe they may have great difficulty in 
understanding each other and working 
harmoniously together. 

The problem of divergent values is 
shared by other academic departments 
and professional schools, but they gener- 
ally have the advantage of a common body 
of methodology, a recognized code of pro- 
fessional standards, or at least a distinctive 
point of view. Psychologists, for example, 
may differ among themselves about the 
importance of experimentation versus the- 
ory, but there is a common bond between 
them.. They have all been exposed to 
many of the same ideas and values in their 
graduate training, they can generally agree 
on a definition of their science, and there 
is a large body of philosophical and scien- 
tific matters which is not talked about 
simply because there is so much agreement 
about it. 

This is not necessarily true of business 
schools. Although the production manage- 
ment professor trained as an engineer and 
the business history professor trained in 
history and the social sciences may like 
and respect each other, it does not follow 
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that they will understand each other’s 
work or its significance for the whole field 
of business administration. Because of dif- 
ferences in values, they may have totally 
different conceptions of the business 
school’s function and the goals which are 
proper for it. 


ORGANIZATIONAL PROBLEMS 


Divergence of values can have harmful 
effects for any organization. Perhaps the 
most damaging effect it can have on the 
business school is a lack of acceptance of 
faculty members for each other. If there 
is no identifiable value system to which all 
faculty members subscribe, there can be 
no common denominator of standards. 
Each faculty member will attempt to fit 
into his own system of internalized values 
the dimly perceived value orientation of 
the business school as a whole. Inevitably 
he will fail in some degree and become 
frustrated. Because of his need for moral 
and ideological sustenance he will adapt 
in various ways to the situation. He may 
hew closely to the line of his business ex- 
perience or to his discipline of graduate 
study. He may emphasize the informal 
relationships among colleagues and neglect 
the ideological issues. He may attempt to 
gain enough power in the school to build 
a little empire so that he can surround 
himself with a gratifying environment. He 
may concentrate his energies on consulting 
and look to professional associations out- 
side of the school as his chief source of 
gratifications. In any event the oppor- 
tunity for a free and easy intercourse with 
colleagues having different values is diffi- 
cult. This breeds a social environment of 
threat rather than acceptance.*® 

In such a situation the functional ex- 





*The author is indebted to his colleague 
Robert Tannenbaum for this point. 





igency of goal-attainment can hardly be 
handled smoothly. Each faculty member 
will favor organizational goals which con- 
form to the particular value system to 
which he subscribes. Inevitably the di- 
vergence in values leads to conflict over 
which goals should be pursued. This is 
the basis of the perennial polarity of the- 
ory and practice in business schools. Most 
business administration students desire a 
practical education with which to prepare 
themselves for a career and immediate 
employment after graduation. Practical- 
minded businessmen agree with this occu- 
pational orientation and feel it is the func- 
tion of the business school to train young 
people to fill the ranks of industry. Fac- 
ulty members who identify with the busi- 
ness world will tend to reflect this view 
and work to achieve goals for the school 
which are consistent with an occupational 
orientation. On the other hand, many 
professors think that an emphasis on tech- 
niques and details is shortsighted and not 
the true function of collegiate business 
education. They tend to emphasize theory 
rather than practice and to integrate busi- 
ness administration with traditional schol- 
arly disciplines in the physical and social 
sciences. 

Even within the latter group there may 
be little unanimity on basic issues. The 
operations researcher may have little in 
common with the business economist who 
considers it his function to speak in the 
consumers’ interest and be a critic of busi- 
ness. And there are many other areas of 
potential goal conflict besides theory versus 
practice (for example, should the curricu- 
lum be geared to the large corporation or 
small business; the general profession of 
management or specific management areas 
such as marketing, finance, accounting, 
and production; present practices or fu- 
ture requirements of a dynamic business 
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system; undergraduate or graduate edu- 
cation). 

These kinds of differences are found in 
some degree in every social system and 
they are healthy and useful if they do not 
get out of hand. There must be differ- 
ences if there is to be completeness. How- 
ever, if the differences in a social system 
stem from fundamentally incompatible 
value systems, it is subject to a state which 
sociologists refer to as anomie. When this 
occurs there is “the absence of structured 
complementarity of the interaction process 
or, what is the same thing, the complete 
breakdown of normative order. This is, 
however, a limiting concept which is 
never descriptive of a concrete social sys- 
tem.”® A business school approaching such 
a state would no longer be in equilibrium; 
it would break up into subsystems which 
overlapped each other imperfectly. The 
members of each subsystem would cling to 
their own value system and protect it 
from incursions by the members of other 
subsystems. 

Business schools are undergoing rapid 
change, but they are not so torn by in- 
ternal conflict as to border on anomie. If 
subsystems of like-minded faculty mem- 
bers do develop, there is generally a con- 
siderable overlap in their memberships 
and value systems. The basis of social 
order is thus maintained and somehow the 
tasks of the school get performed. In such 
a situation there may be considerable po- 
litical maneuvering. “Log-rolling” may 
become the accepted method for subsys- 
tems to hold on to their most cherished 
values by bargaining with each other. This 
may preserve a semblance of order, but it 
can interfere seriously with the over-all 
effectiveness of the business school. It can 
result in a mediocre program which satis- 





* Talcott Parsons, The Social System (Glen- 
coe: Free Press, 1951), p. 39. 
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fies nobody rather than in a forward- 
looking one to which all can enthusiasti- 
cally subscribe despite minor differences in 
values. 


STRENGTHENING FACULTY INTEGRATION 


The fact that business schools are able 
somehow or other to get on with their job 
suggests that there are forces working for 
as well as against faculty integration. 
What are these forces and how can they 
be strengthened? 

One of the most important forces which 
can be used to strengthen faculty integra- 
tion is the relationship between the lead- 
ership of the school and the faculty. The 
dean of the school occupies a role explic- 
itly distinguished by role expectations of 
leadership, but the nature of this leader- 
ship function is frequently not well under- 
stood. 

The authority of the dean of the busi- 
ness school is ambiguous, partly because 
of the tradition of academic democracy in 
America. He is overtly looked upon by 
faculty members as first among equals, 
which suggests a limited conception of 
authority. Yet where there is a lack of 
faculty solidarity because of divergent 
value systems the dean has a peculiar kind 
of strength. He is looked to as the foun- 
tainhead of power from which flow all 
gratifications of status, income, and choice 
assignments. Because each faculty member 
feels in a somewhat isolated position ow- 
ing to the lack of group feeling, he re- 
quires personal reassurance from the dean. 
This means that the faculty member will 
be anxious about his position and not in- 
clined to engage in any form of deviant 
behavior. The result is that the dean’s 


position is a relatively safe one: So long 
as he can satisfy his university and com- 
munity superiors he is secure. There is 
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relatively little chance that faculty mem- 
bers will revolt. 

This makes it possible for the dean to 
concentrate on such goals as bigger and 
better buildings and facilities, a larger 
student enrollment, and a more distin- 
guished faculty. These goals are well un- 
derstood and applauded in the superordi- 
nate social systems with which the business 
school is articulated. But they may have 
little or nothing to do with serious internal 
problems of faculty morale, common pur- 
pose, and organizational goals. 

The dean’s role when properly under- 
stood is closely related to faculty integra- 
tion. One of the most basic functions of 
leadership in any organization is “to 
choose key values and to create a social 
structure that embodies them.””° Creative 
leadership of a business school involves 
building values into its social structure. 
The role of dean has a decided political 
aspect; it is his function to “transform a 
neutral body of men into a committed 
polity.”"* To the extent the dean avoids 
his political responsibilities he deepens the 
chasm of hostility or indifference between 
the groups of like-minded faculty members. 

Leadership in any organization declines 
in importance as the organizational struc- 
ture becomes more formalized and more 
effective in determining the behavior of 
its members. In the relatively informal 
business school structure a creative leader 
has the widest possible scope for exercising 
his powers to influence values and goals. 
If he is wise he will not insist that the 
faculty accept his personal value system, 
but he will attempt to develop an institu- 
tional atmosphere of group purpose which 
is the embodiment of an appropriate value 
system which is acceptable to the faculty. 





* Philip Selznick, Leadership in Administra- 
tion (Evanston: Row, 1957), p. 60. 
" Ibid., p. 61. 


The source of this value system may be 
the business community or some segment 
of it such as top management, the aca- 
demic world in general, the particular 
value system of the parent university, or a 
particular discipline. The strongest busi- 
ness schools are those which have devel- 
oped in accordance with an integrated 
value system adopted from a superordinate 
social system. The graduate business 
schools of universities dedicated to the 
practical application of mathematics and 
the physical sciences, such as the Massa- 
chusetts Institute of Technology, are su- 
perior institutions partly because they have 
assimilated the value system of the parent 
institution. Some of the professionally ori- 
ented business schools such as the Harvard 
Business School are very efficient and suc- 
cessful because of the strong identity be- 
tween their value systems and those of the 
top executives of the largest and most 
successful corporations. These business 
schools stand for something; each has a 
distinct corporate identity which is trans- 
mitted to the faculty and the students. 
Each has an identifiable ethos which is a 
common standard by which all goals can 
be judged. It is the business school which 
attempts to be all things to all people 
which is most likely to fail to mean much 
to anybody. 

How can the leaders of a business school 
implement a value system which they 
think is appropriate for the organization? 
The first thing is to recognize that every 
social role has both an instrumental and 
an expressive aspect. The instrumental 
component is concerned with the attain- 
ment of goals anticipated for the future, 
such as construction of a new building, 
increasing the number of books in the li- 
brary, or enlarging the faculty. The ex- 
pressive component conveys an order in 
which gratifications should have primacy. 
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Thus the dean who wishes to instill a 
respect for sound research and scholarship 
among the faculty and graduate students 
will give his full support to faculty semi- 
nars and colloquia. He will attend them 
personally and participate actively. He 
will indicate by his actions and his manner 
that this activity is of the greatest signifi- 
cance and really the reason for the school’s 
existence. In his dealings with the faculty 
he will not emphasize material achieve- 
ments such as the construction of a new 
building even though it may be of the 
utmost importance for the future of 
the school. It is necessary that he know 
of the importance of material needs if he 
is to perform his instrumental functions 
properly, but it is important that the fac- 
ulty not think these matters to be his chief 
preoccupation. 

In short, by the way in which the dean 
and the other leaders of a business school 
conduct themselves they will define the 
role of professor which is appropriate for 
their school. The faculty will tend to fol- 
low their lead for two reasons: they are 
the source of rewards and deprivations; 
and each faculty member wants to do 
what is right if only he can be sure what 
is expected of him. 


SUMMARY AND CONCLUSION 


This paper has made the following 
points: (1) the business school is a social 
system; (2) as such it must deal with the 
functional exigency of integration; (3) the 
source of the most serious organizational 
problems of business schools is lack of fac- 
ulty integration; (4) this is due to the 
divergence of the value systems of faculty 
members; (5) there is no common value 
system because of the diffuseness of the 
discipline of business administration; 
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(6) faculty integration can be strengthened 
by adopting the value system of a super- 
ordinate social system of which the busi- 
ness school is a part; and (7) creative 
leadership of business schools requires that 
the dean and other leaders accept their 
responsibility for building values into the 
social structure of the organization and 
exemplify the value system by their per- 
sonal conduct. 

This line of reasoning suggests several 
implications for the transitionary phase in 
which many business schools currently 
find themselves. First, because of the rapid 
expansion of the field of business admin- 
istration no business school can hope to 
excel in all areas of instruction or research. 
Each school should follow the path which 
its specialized faculty talents best equip it 
to follow and which, at the same time, is 
compatible with the superordinate value 
system of its faculty. Second, each busi- 
ness school should project a clear image 
of its corporate personality and organiza- 
tional ethos in order to attract the kind of 
students it is best equipped to serve. 
Third, business school faculty members 
and administrators need not apologize for 
the nebulous state of the discipline of bus- 
iness administration. It is likely to become 
even less clear-cut for some time to come 
because we are continually learning how 
many of the strands in the fabric of social 
living converge in the business enterprise 
and how complex are their interrelation- 
ships. This is not to disparage attempts 
to develop a better analytical and concep- 
tual framework for the field. Much more 
work is needed in this direction if business 
schools are to offer integrated curricula. 
Finally, much of the criticism which is 
currently leveled at business schools is su- 
perficial and unenlightened. Faculty mem- 
bers and administrators are anxiously 
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attempting to overcome the admitted de- 
ficiencies of business schools, but the phil- 
osophical and analytical foundation which 
this requires simply has not yet been in- 
vented. It would be shortsighted indeed 


to write off business administration edu- 
cation, as some critics appear willing to 
do, just because it is exhibiting the grow- 
ing pains out of which such a foundation 
will surely emerge. 











Cyclical Timing of Municipal Bond Issues 


Manuel Gottlieb 


In 1960, the city of Milwaukee had occa- 
sion to consider the financial question of 
the timing of debt issuance. A $30 million 
bond issue to finance waterworks expan- 
sion had been scheduled for bidding and 
award on May 3, 1960. In the election 
campaign which closed on April 4, 1960, 
the wisdom of carrying through this bond 
issuance was challenged. The newly in- 
cumbent mayor was able to cut the bond 
issuance in half. He noted that “we can 
sit with the remaining 15 millions to see 
if a more favorable rate can be secured at 
a later date.” An alderman prominent in 
city financial affairs rejoined that “the de- 
lay of the sale of half of the bonds was 
only because the city did not need the 
cash immediately.” We were told, he 
added, “to borrow money when we needed 
it and not to play the market.””? These dis- 
junctive comments illustrate the problem 
of timing of bond issuance. It is this prob- 
lem which is examined in this paper, with 





*The author served as economic adviser to 
a mayoralty candidate and in that capacity 
raised the issue of waterbond financing in 
two respects: that of form of financing (gen- 
eral obligation versus revenue bonds) and tim- 
ing of issuance. For treatment of the form of 
financing, see a parallel study in process of 
publication, Financing Public Improvements, a 
Case Study, Milwaukee Waterworks (1960). 
The issue of timing was discussed in a state- 
ment made before the press and city officials on 
March 25, 1960. See Milwaukee Sentinel, 
April 27, 1960. 


particular reference to financial action by 
state and local governments. 


Small borrowers generally find it diffi- 
cult to separate the decision of capital out- 
lay from the decision to raise long-term 
funds by loan commitment or otherwise. 
Few small borrowers have on hand suffi- 
cient collateral in marketable securities or 
other liquid assets which could be con- 
verted to cash or pledged as security for a 
loan with a commercial bank. Even those 
with sufficient financial resources would 
hardly find it worth while to devote 
enough time to the study of financial and 
business trends to form a valid judgment 
as to prospects for improvement or deteri- 
oration in loan markets. Such a study 
could not be improvised in a few weeks 
and the ordinary person has borrowing 
needs too intermittent and unpredictable 
to profit by such studies. Moreover, few 
lay persons have the technical training 
and ability in economic and financial anal- 
ysis to make such studies and to attempt 
to form worth while judgments about fu- 
ture economic conditions. Hence, for the 
ordinary person or small businessman the 
advice “not to play the market” makes 
good sense. 


* Milwaukee Journal, May 2, 1960. 
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It is quite different in all these respects 
with the large public or private corpora- 
tion with an annual budget, like the city 
of Milwaukee, of over $100 million and 
annual debt issues of between $10 million 
and $30 million. Such a corporation can- 
not carry out its functions without employ- 
ing financial experts either in a staff or 
in an advisory capacity. In Milwaukee fi- 
nancial and economic experts are presum- 
ably available for membership on the city’s 
Public Debt Commission, whose major 
function is to superintend the “execution, 
issue and use of all bonds issued or to be 
issued by the city.”* Moreover, the city 
not only has the staff capabilities to make 
a market judgment; it also has the neces- 
sary leeway under state law; and it may 
readily borrow on short-term loan from 
commercial banks. The city treasury it- 
self has during most of the year extensive 
surplus funds available for temporary bor- 
rowing.* By the use of short-term finance 
facilities, the city is released from the obli- 
gation of issuing bonds at the same time 
and at the same pace it builds. As was 
noted by the leading text in municipal fi- 
nance administration, this allows “more 
time to choose a favorable bond market.””® 

Precisely this play between short- and 
long-term finance underlies federal debt 
administration. Between $40 billion and 
$50 billion of federal debt matures for 
repayment every year. The funds needed 
to meet these obligations are obtained gen- 
erally from fresh borrowings which may 





* Milwaukee City Charter (1934), p. 329. 

* The city treasury accepted $12.6 million of 
“Water Bond Anticipation Notes” to provide 
temporary loan support for the waterworks 
building program. See 1960 Prospectus Mil- 
waukee Waterworks Mortgage Revenue Bonds, 
pp. 34 f. 

°C. H. Chatters and A. M. Hillhouse, Local 
Government Debt Administration (New York: 
Prentice-Hall, 1939), p. 179. 


be sought on a short- or long-term basis 
and in forms and under restrictions which 
are determined by the Treasury. In addi- 
tion, maturities can be anticipated by re- 
funding or conversion operations. The 
goal of the Treasury has long been to issue 
more long-term bonds and thereby to ex- 
tend the average maturity of the debt. A 
substantial consensus holds that the ma- 
turity of the debt should be lengthened 
during the high tide of cyclical expansions 
and shortened during contractions. Acting 
thus would allegedly check the upward 
movement and promote revivals.® Actually 
the longer maturities have been issued 
chiefly during recession periods such as 
1954 and 1958. The Treasury could not 
resist taking advantage of temporary ease- 
ment in money markets to float long-term 
bonds at favorable rates. The resultant 
exploitation of the credit relaxation al- 
lowed by the Federal Reserve authorities 
has probably not appreciably slowed the 
pace of cyclical revival or hampered its 
course. Care was taken to retard long- 
term issuance as pressure of other credit 
demands forced up long-term yields. Of 
course in the process the average maturity 
of the marketable public debt has fallen 
from 68 months in 1952 to 52 months in 
December, 1959. 

A corresponding interplay between 
short- and long-term finance has long 
played a role in the work of the Public 
Housing Administration, which “is one of 
the few public bodies to make extensive — 
use of short-term credit.” This agency has 
“guided local housing authorities into a 





*For a presentation of this “orthodox” the- 
ory, see Warren L. Smith, Debt Management 
in the United States, Study Paper No. 19, U.S. 
Congress, Joint Economic Committee, 86th 
Cong., 2nd Sess., 1960, pp. 57 ff.; Committee 
for Economic Development (CED), Managing 
September, 


the Federal Debt (New York: 
1954), pp. 24 ff. 
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program of using short-term notes for 
projects under construction.” The agency 
“follows closely the fluctuations in inter- 
est rates and often uses short-term credit 
in an effort to wait for relatively favorable 
long-term rates.”’ 


i. 


What patterns of cyclical fluctuations 
may be anticipated in the price or yield 
level of local government securities? Day- 
to-day fluctuations which occur within a 
range of a few hundredths of a percent 
are nearly unpredictable and must be left 
up to the specialized competence of mar- 


ket traders and dealers whose advisory - 


services may be retained by a city govern- 
ment. There is no reason, however, why 
close account should not be taken of the 
movements of the very short cycles which 
are peculiar to the municipal bond mar- 
ket. These short cycles usually last be- 
tween 12 and 15 weeks and have a range 
of fluctuation from peak to trough of 
about 20 basis points. During the five- 
year period from 1955 through 1959, 
11 such cycles were detected in the bond 
market. 

The cycles appear to be primarily trace- 
able to lags in the adjustment of yields to 
changes in dealer-held inventories of mu- 
nicipal securities. As is known, municipal 
securities are traded in over-the-counter 
markets in which large dealer inventories 
are held relative to final sales volume. 
As dealers purchase new issues, they en- 
large their inventories; as they sell to in- 
vesting organizations or individuals, inven- 
tories are depleted. In any given state of 
market expectation, dealers tend to change 





"R. I. Robinson, Postwar Market for State 
and Local Government Securities (Princeton: 
Princeton University Press for the National 
Bureau of Economic Research, 1960), p. 49. 





an established level of bond prices (or re- 
sultant yields) primarily in response to a 
change in inventories. Apparently, how- 
ever, there is a lag in dealer response of 
seven to eight weeks, for it takes about 
that long for a changed trend of inven- 
tories to induce a changed trend of bond 
price. The cycle of dealer inventories 
thus tends to lead the yield movement. At 
the turning points the one index will typ- 
ically be moving inversely to the other. 
The short 12-to-15 week bond cycle thus 
appears to be a specific application of a 
pattern of fluctuation called a “cobweb” 
process which has been extensively ana- 
lyzed in economic theory.* 

The record of these short cycles, which 
were discovered and analyzed by the re- 
search analysts of the Investment Bankers 
Association, is set forth in Table 1.° Fig- 
ure 1 shows the progress of the three short 
cycles observed to have run their course 
during 1959. The moral is a clear one. 
Bonds should be issued or advertised for 
sale in the trough period of the short 
cycle. 

The short cycles run their course around 
a longer rhythm of fluctuation which per- 
vades the whole economy and which ex- 
tends over some forty or more months. 
This pattern of business fluctuation has 
been at work in the American economy 
since early in the nineteenth century. A 





*For the basic theory of a cobweb process 
see M. Ezekiel, ““The Cobweb Theorem,” Quar- 
terly Journal of Economics, Vol. 52, No. 2 
(February, 1938), pp. 255-80; for recent criti- 
cism see G. Akerman, “The Cobweb Theorem: 
a Reconsideration,” JIJbid., Vol. 71, No. 1 
(February, 1957), pp. 151-60; and M. Nerlove, 
“Adaptive Expectations and Cobweb Phenom- 
ena,” Ibid., Vol. 73, No. 2 (May, 1959), pp. 
227-40. 

*See “Short Cycles in Interest Rates in the 
Municipal Bond Market,” Investment Bankers 
Association Statistical Bulletin, No. 15 (June, 
1960), pp. 1-6. 
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Table 1 
SHORT CYCLES IN THE MUNICIPAL BOND MARKET 

















fund L Length Basis Inventory cycles Inventory leads at 
Short cycles in yields 20-bond . — Index 
‘ — index (Weeks) ag ,... (1959 Weeks) (Week) 
(Percent) woug troug = 100) (Weeks) (Weeks) 
I Peak Der. SB, 8006.....200 2.45 Jan. 28, 1955 129.7 8 
Trough May 20, 1955........ 2.37 Apr. 8, 1955 80.2 6 
Peak july 1, 1955........ 2.48 14 8 
Il Peak Sept. 2,1955........ 2.63 July 1,1955 122.9 9 
Trough Nov. 18, 1955........ 2.45 Sept. 23, 1955 51.4 8 
Peak Dee. 06, 1606.......- 2.58 15 18 
III Peak ee 3 ee 2.58 Dec. 9, 1955 149.2 3 
Trough Feb. 24, 1956........ 2.42 Jan. 20, 1956 67.6 5 
Peak Mar. 16, 1956........ 2.58 11 16 
IV Peak Apr. 27, 1956........ 2.77 Mar. 9, 1956 143.3 7 
Trough June 22, 1956........ 2.53 May 11,1956 55.9 6 
Peak Aug. 17, 1956........ 2.79 16 24 
Vv Peak Jen. 0, 1967........ 3.24 Nov. 1, 1956 111.9 10 
Trough Feb. 13, 1957........ 2.96 Jan. 10, 1957 42.2 5 
Peak Ree BE, FRR cc crsess 3.25 15 28 
VI s~Peak jp * § Pee 3.57 Apr. 17, 1957 132.2 19 
Trough Oct. 10, 1957........ 3.38 July 3, 1957 48.8 14 
Peak OS eee 3.46 12 19 
VII Trough Jan. 23, 1958........ 2.85 Dec. 5,1957 44.6 7 
Peak Mar. 13, 1958........ 3.08 Feb. 27, 1958 167.7 2 
Trough Apr. 24, 1958........ 2.89 13 23 
VIII Peak Sept. 4, 1958........ 3.59 June 19, 1958 161.0 11 
Trough Dec. 11, 1958........ 3.30 Nov. 6, 1958 60.1 5 
Peak ; 8 eee 3.45 21 29 
IX Peak Tet, TR Bec cccces 3.45 Dec. 11, 1958 101.1 7 
Trough Mar. 5, 1959........ 3.26 Jan. 8, 1959 78.5 8 
Peak Ape. 23, 1958........ 3.43 12 19 
x Peak OP 3 eee 3.81 Apr. 23, 1959 146.2 10 
Trough ‘Aug. 20, 1959........ 3.57 July 23,1959 60.5 4 
Peak Sepe. 17, 1959........ 3.81 ll 24 
XI Peak Gene. 87, IOSD... ...200 3.81 Aug. !3, 1959 88.6 5 
Trough Nov. 25, 1959........ 3.55 Oct. 22, 1959 71.3 5 
Peak eer 3.78 16 26 
REE, co cwesncesnerenssecas 14.2 21.3 8.3 6.6 





Source: Investment Bankers Association Statistical Bulletin, No. 15 (June, 1960). 


similar impulse to fluctuation with an 
analogous rhythm has been observed in 
England, Germany, France, and every 
country in which business activity responds 
to the call of profit-making, that is, in 
which buyers and sellers are free to move 
in and out of markets and to arrange 
transactions on terms of their own choos- 
ing subject primarily to considerations of 
private advantage. In the main the im- 
pulse to fluctuation will be felt more 
markedly the faster the rate of economic 
growth, the more rapid the pace of new 
inventions and techniques, the more dy- 


namic the quality of business manage- 
ment, and the more competitive the re- 
sponse of price to shifts in the balance of 
demand and supply. To a considerable 
extent the very forces which give rise to 
economic progress, economic freedom, and 
economic growth will also generate fluc- 
tuations. 

The impulse to fluctuation works out in 
a complex set of overlapping rhythms 
which fold into each other in varying pat- 
terns. Continually appearing is a tendency 
toward fluctuation manifested chiefly in 
commercial activity in wholesale markets 
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Figure 1. Short Cycles in the Municipal Bond 
Market in 1959 
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No. 15 (June, 1960), p. 6. 


and investment in inventories financed in 
large part by movements of bank credit 
and stimulated partly by price change, ac- 
tual or expected. This tendency to fluc- 
tuation pervades most manufacturing, 
mercantile, and financing activities. The 
up and down movement has a limited 
range and recessions are mild and usually 
last for about a year. 

Interwoven with this short cycle is a 
longer rhythm which dominates the 
slower-moving activities of residential and 
urban building, shipbuilding, industrial 
construction, and investment in new pro- 
duction organizations. These investment 


activities sometimes lift into high gear — 
labor is mobilized and recruited; a new 
technology becomes established; and eco- 
nomic growth is accelerated. This accel- 
erated growth wave will always be inter- 
rupted by minor recessions and has at 
times run on for over a decade before the 
pace of industrial growth has slackened 
and been followed by a slowdown of 
growth or by a clear-cut major depres- 
sion. For some periods major depressions 
have recurred at intervals of 8 to 12 years. 
But in other periods in the history of the 
business economy, the tendency toward 
industrial fluctuation has appeared damp- 
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Figure 2. Industrial Production 
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ened or suppressed or consolidated with 
the shorter rhythm of commercial and in- 
ventory behavior. 

During periods of major war and while 
wartime controls have been in effect, the 
impulse to fluctuation has been balked or 
backlogged. But once wartime controls 
have been cut away and private enterprise 
has again been given the lead, this impulse 
to fluctuation has again gone to work. The 
first years that followed the end of hos- 
tilities in 1945 were dominated by the 
backwash of wartime financing and the 
accumulated backlog of demand. But by 
the fall of 1948 the tide of expansion over- 
reached itself and was followed by the first 
postwar cyclical decline, which lasted 
11 months. The revival that followed 
was stretched out by the semi-mobilization 
of the Korean War, but as expected, once 
the civilian economy was given sway as it 
was under the Eisenhower Administration, 
again a cyclical peak was reached in July, 
1953, and again a recession of a year’s 


1954 1956 1958 1960 


duration ran its course. The next revival 
was not drawn out by a wartime bout of 
spending. It reached its cyclical climax 
on schedule or sooner because its energy 
was depleted by a condition of tight money 
enforced by the Federal Reserve authori- 
ties. The recession lasted longer and was 
the most severe of the postwar downturns. 
The revival that took off from it had an 
even shorter duration than its predecessor 
and has turned into recession or into an 
idling period. Figure 2 shows the over-all 
pattern of cyclical movement since 1946. 

The tendency to fluctuate has been 
moderated and no longer works as se- 
verely or intensively as it did before the 
war. Industrial investment and construc- 
tion generally have been steady, owing to 
the many improvements in our economic 
organization worked out since the thirties 
and forties. These improvements have not 
abolished the tendency to fluctuation; they 
have merely tended to reduce its ampli- 
tude — to steady its course. They have 
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Figure 3. Relative Price Movement of Corporate and Municipal Bonds 
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prevented the kind of financial liquidation 
which has tended in the past to aggravate 
industrial depression or to prolong its 
course. 


The records of business cycles show that 
yields or interest rates on high-grade and 
gilt-edged bonds have tended to rise dur- 
ing cyclical expansion periods and to fall 
during cyclical contractions. Thus an in- 
dex of railway bond yields between 1858 
and 1933 covering the records of 19 
separate business cycles shows, with re- 
gard to reference cycle phases, an average 
rise in yields of 3.5 percent and a fall in 
yields of 6.2 percent. An index of high- 
grade corporate and muncipal bonds from 
1900 to 1933 and covering nine separate 
cycles shows a rise in yields during refer- 
ence expansions of 5.0 percent and a fall 
during reference contractions of 10.7 per- 
cent. The same pattern of behavior was 
found to characterize bond yields in Eng- 


land in 14 cycles between 1794 and 
1848!7° 

Bond yields rise during cyclical expan- 
sions because of pressure of commercial 
demand for bank credit and also because 
investor interest has shifted to the more 
profitable common stocks. During cyclical 
contractions the security investor is disap- 
pointed with common stocks and again 
favors bonds; commercial banks, meeting 
a decline in the commercial use of loan- 
able funds, also seek to acquire more 
bonds. 

In the last two postwar business cycles 
this pattern of movement of bond prices 
has become more prominent. Action by 
the Federal Reserve in recessions to ease 
credit takes effect by stepping up bank 
lending power which is quickly loosed into 





*W. C. Mitchell, What Happens During 
Business Cycles (New York: National Bureau 
of Economic Research, 1951), p. 320. A. D. 
Gayer, W. W. Rostow, and A. J. Schwartz, 
The Growth and Fluctuation of the British 
Economy 1790-1850, Vol. 2 (Oxford: Claren- 
don Press, 1953), pp. 900, 922, and 928. 
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Figure 4. State and Local Government Sales and 
Interest Rates 1952-59* 
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bond markets by commercial bank man- 
agers. As demand for commercial or pri- 
vate credit revives, an equally prompt 
pressure is felt in bond markets. The 
market for municipal bonds responds to 
these pressures in exaggerated fashion. 
Figure 3 shows that high-grade municipal 
bonds are more than twice as unstable as 
comparable high-grade corporate bonds. 
There is ample evidence to sustain the 
finding that “the yields of long-term state 
and local government securities fluctuate 
through a wider range than any other 
important long-term interest-rate.”™* 


IV. 


It is understandable that many, prob- 





™ Robinson, op. cit., p. 167. 


ably most, local government authorities 
have failed to take adequate account of 
this process of cyclical fluctuation and 
pushed ahead with their financing pro- 
grams without regard to changes in the 
money market or in general business con- 
ditions. For these authorities the keynote 
has been not to “play the market” but 
simply to take what it offers. A limited 
number of local issuing authorities have 
shown a capacity to respond to market 
conditions. They try “to delay financing 
when conditions appear unfavorable but 
then they hurry to the market when con- 
ditions improve.”** As a result, issues of 
local bonds tend to rise during recessions 
when interest rates are low and to fall off 
when interest rates rise cyclically. During 


" Ibid., p. 56. 
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periods of tight money in 1952-53 and 
1955-57 “an appreciable number of state 
and local government issues that had been 
planned or announced for offering were 
either deferred or offered unsuccessfully.” 
During the nine-month period of high in- 
terest rates between July, 1956, and 
March, 1957, deferred financing has been 
estimated at a magnitude of $539 mil- 
lion.’* Analysis of the 1953 and 1957-58 
recessions shows that roughly 10 percent 
of bond sales have been shifted “from the 
final stages of the boom to the recession 
and recovery periods.”** 

This cyclical adjustment of bond issu- 
ance is clearly exhibited in the parallel 
charts of municipal interest rates and bond 
sales presented in Figure 4. Total sales of 
municipal bonds were 29 percent greater 
in the first half of 1958 than in the cor- 
responding period of 1957. The fact of 
“timing of sales of a significant number of 
municipal issues” in response to changes 
in interest rates is unmistakable.’® Since 
construction contracts and work put in 
place fluctuate about half as much as bond 
sales or with only half as much deferral, 

* Ibid., p. 58. 

“Investment Bankers Association Statistical 


Bulletin, No. 14 (February, 1960), p. 3. 
* Ibid., No. 10 (January, 1959), p. 2. 





this must mean that deferral of bond is- 
sues at least half of the time merely re- 
sults in use of temporary or short-term 
financing for building which is continued 
on its course.*® 

We thus see that cyclical timing of bond 
issuance is no mere theoretical conjecture. 
It is a pattern of response that has been 
applied in practice by an appreciable 
number of local issuing authorities. The 
exaggerated pattern of cyclical movement 
of postwar municipal bond yields has 
doubtless stimulated interest in cyclical 
timing. Cyclical timing for some has 
merely involved resistance to issuance at 
what appeared to be excessively high rates 
when judged by the standard of yields 
that became established as normal during 
the later thirties and forties. The quality 
of forecasting involved in cyclical timing 
need not be very great. The elements 
of recession are visible well before the 
sign of easement given by the Federal Re- 
serve authorities and the resultant drop in 
bond yields. Local fiscal managers only 
need faith that a cyclical process is in- 
volved. This involves the belief that up- 
swings are followed by contractions which 
will terminate after about a year, followed 
by an expansion. 





* Ibid., No. 14, p. 3. 





A Critique of Contemporary Institutionalism* 


Philip A. Klein 


Few areas in economics occupy a place as 
anomolous as that held by institution- 
alism. On the one hand, it is held that 
the term covers a movement in economic 
thought which flourished from shortly be- 
fore World War I until the economic 
cataclysm of the 1930's [31];* on the other, 
discussions of “mid-century institutional- 
ism” suggest that institutionalism is still 
very much alive [26]. 

Most economists today would no doubt 
take the position that institutionalism as a 
distinct and viable movement in economic 
thought is not now of much consequence. 
But there are at least three dissimilar paths 
by which this conclusion can be reached. 
One may argue without critical connota- 
tion that institutionalism is essentially 
coterminous with the work of Mitchell, 
Veblen, and Commons only, or perhaps 
these three and their immediate contem- 
poraries. We may term this the Big Three 
concept of the movement. One may argue 
that it was of wider scope and that it was 
basically a point of view about how the 
economy operated. Much of institutional- 
ism consisted of criticisms of orthodox 

* The author wishes to express his thanks to 
Clarence E. Ayres, Allan G. Gruchy, Lawrence 
E. Fouraker, Forest G. Hill, H. H. Leibhafsky, 
and the late William H. Martin for helpful 
comments on an earlier draft of this paper. 


*Bracketed numbers refer to entries in the 
bibliography at the end of the article. 


theory, some of which were invalid but 
many of which have now been incorpo- 
rated into conventional economic theory. 
This concept views institutionalism, there- 
fore, as Archaic Heresy. The third posi- 
tion would be that institutionalists have 
made many profound observations in their 
time, but much if not all of what they 
had to say was outside the area of eco- 
nomics properly defined. We may term 
this view that of Definitional Rejection. 

In the face of these various lines of 
reasoning — all leading to the conclusion 
that there is nothing viable today worth 
calling a movement — two present-day 
tendencies appear puzzling. One is the 
tenacity, already noted, with which a small 
but hardy band of economists continue to 
speak of “mid-century institutionalism.” 
The other, perhaps even more puzzling, is 
the frequency with which the “institution- 
alist controversy” still arises. There is no 
controversy over fully accepted or fully 
rejected theories or ideas. One is struck 
by the fact that, although the American 
Economic Review has not published a 
single article in the years since World 
War II which can by any reasonably pre- 
cise and specific definition be called “insti- 
tutionalist,”’? the American Economic 





*One might wish to make an exception for 
the presidential addresses delivered to American 
Economic Association meetings by Witte [43], 
Copeland [16], and Stocking [41]. 
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Association has nonetheless had two insti- 
tutionalists as president in the last decade 
and has continued to hold discussions on 
institutionalism at its annual conventions. 

It is the purpose of this article to sug- 
gest that institutionalism cannot be ade- 
quately viewed as being coterminous with 
the original Big Three, as Archaic Heresy, 
or as being capable of Definitional Rejec- 
tion. It is the inadequacy of these three 
positions in meeting all the issues raised 
by institutionalists that is partially respon- 
sible for the continuing if sporadic concern 
with institutionalism. 

It will be argued, furthermore, that the 
confusion over what institutionalism is 
results largely from the failure of both 
institutionalists and orthodox economists 
to realize that the two groups have fre- 
quently addressed themselves to quite 
separate problems. When the problems 
have been the same, institutionalists have 
failed to realize that the important changes 
in conventional price theory in the past 
thirty years have altered fundamentally 
the premises of the debate. It will be 
argued further that the debate between 
institutionalists and orthodox economists 
has been fruitless because of the failure to 
distinguish analytically between the process 
of price determination and the meaning of 
prices so determined and to recognize that 
only by viewing the former clearly can the 
latter be realistically evaluated. Finally, 
we shall conclude that much of the debate 
between institutionalists and other econo- 
mists has to do ultimately with the prob- 
lem of suitably defining limits to the field 
of economics. 


THREE VIEWS OF INSTITUTIONALISM 
Institutionalism as ‘‘The Big Three”’ 


Adherents to the Big Three concept 
argue that any discussion about the scope 


and impact of institutionalist thinking 
must ultimately revolve about the contri- 
bution to economic thought of Veblen, 
Commons, and Mitchell and their imme- 
diate contemporaries. The Big Three 
position would contend that there is no 
disagreement today as to the genuine con- 
tribution of these economists, though 
there may be dissension on the question of 
whether institutionalism was merely a 
movement of dissent from classical eco- 
nomic theory, or whether, particularly in 
the work of Veblen, it contained a positive 
contribution as well. Suffice it here to 
note that institutionalists themselves have 
contributed to the prevalence of the notion 
that institutionalism today is primarily 
what it was thirty years ago. Too often 
they have settled for endless reinterpreta- 
tions of “what Veblen meant,” in contrast, 
for example, to the Keynesians who went 
far beyond the Veblenians by making of 
“neo-Keynesianism” something more than 
warmed-over Keynes. Keynes’s _ basic 
theory, far more than Veblen’s, has been 
reworked, partially rejected, extended, and 
reinterpreted. 

Nor can “mid-century institutionalism” 
be rescued from being nothing more than 
what Boulding calls “a historical inter- 
lude” [11, p. 1] simply by proclaiming the 
movement to be composed of all those who 
were directly or indirectly influenced by 
the Big Three. Mitchell had a profound 
effect on economic research particularly in 
his thoroughgoing empiricism. The Na- 
tional Bureau of Economic Research is 
something of a continuing monument to 
his influence but one can scarcely label all 
the economists associated with the Na- 
tional Bureau “mid-century institutional- 
ists” if the term is to have any meaning. 
Similarly, Commons may be credited with 





* See, for example, Boulding [11]. 
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encouraging economists to contribute 
heavily to the development of economic 
policy through participation in govern- 
mental agencies, labor and business ad- 
visory commissions, and so on. It is clearly 
nonsense, however, to place the labei 
“institutionalist” on all economists en- 
gaged in helping to develop collective 
action in these bodies. 

Veblen cannot be handled so easily. 
Ultimately, if mid-century institutionalism 
is to prove itself a viable movement it is 
through the impetus of Veblen’s work that 
it will survive the attack of those who 
would assume the Big Three position. 


Institutionalism as Archaic Heresy 


A second conceivable view of contem- 
porary institutionalism would argue that 
institutionalists still devote a great deal of 
attention to criticizing price theory and 
that when they do they invariably write 
as if no significant work had been done 
since Alfred Marshall. It is possible to cull 
from recent institutionalist writing a list 
of objections to conventional price theory 
which were perhaps justified twenty or 
thirty years ago but which are scarcely 
tenable criticisms today. These criticisms 
are so well known as to require no discus- 
sion here. They include such charges as 
the following : 

(1) Price theory is static and hence out 
of touch with reality, which is dynamic. 
Price theory is teleological [5, pp. 62-63; 
17, pp. 58-60].* 

(2) Price theory concentrates too much 
on mechanistically determined equilibria 





*Mukerjee more than some institutionalists 
takes note of the efforts of later classical econ- 
omists to include some notions of a dynamic 
quality in their models. See [35, pp. 138-41]. 
Yet Mukerjee argues that these efforts were far 
from satisfactory, in large part because of the 
faulty psychology and sociology used. 


when disequilibrium would be a better 
single generalization [17, p. 59]. 

(3) Disequilibrium is a better generali- 
zation because conflict of interests rather 
than harmony of interests is the rule in the 
modern economy.°® 

(4) Price theory assumes perfectly com- 
petitive markets to be the rule [25, p. 541]. 

Other institutionalist criticisms would 
include the view that price theory is fatally 
abstract — especially in the concept of the 
Economic Man [25, p. 541]; employs a 
hopelessly outmoded psychology [24, Ch. 
2; 25, p. 123 and Ch. 6]; ignores cyclical 
fluctuations by assuming full employment 
and fails to grant the necessity for repudi- 
ating laissez faire as a governing principle.® 

This list, by no means exhaustive, repre- 
sents criticisms which have led con- 
ventional theorists to substantial if not 
necessarily adequate modifications in neo- 
classical theory. It will be argued below 
that the Archaic Heresy view of institu- 
tionalism, though not capable of eliminat- 
ing the institutionalist controversy as many 





* See, for example, Gambs: “. . . the funda- 
mental hypothesis of standard theory is that 
immediate short-range, selfish, unenlightened 
economic actions are, through the magic of the 
competitive process, transmogrified into long- 
range organizing forces. Mankind would indeed 
be blest if this were true. And it would be a 
most defensible hypothesis if one small premise 
of standard theory were valid, namely that 
competition is vigorous, legal, and dominated 
by a spirit of fair play” [24, p. 49]. (Italics 
added.) It is not without interest to note that 
the italicized words represent a misreading of 
the most elementary nature. Since the days of 
Adam Smith the notion of the Invisible Hand 
has most particularly not made any such as- 
sumption — indeed that was its great allure. 
See also [3, pp. 6-13; 35, pp. 122-23]. While 
there have been efforts to prove that the chang- 
ing competitive structure has not changed the 
basic harmony of the results [22; 32; 38], it 
seems untenable to charge conventional theory 
with any assumption that there is no conflict 
of interest. 

* See Gruchy [25, p. 542 and also pp. 584 ff.]. 
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would contend, certainly requires a restate- 
ment by the institutionalists of their posi- 
tion. It is a failure on their part to 
recognize that many of their charges deal- 
ing with the process of price determination 
are archaic; this failure has prevented the 
necessary restatement of their position. 
Their dissent from neoclassical price 
theory and their failure to develop an 
alternative theory accounts largely for the 
charge that institutionalists are antitheo- 
retical. 

On the meaning of prices, on the other 
hand, institutionalists have been more 
useful and hence their contributions could 
be of great value to the discipline. 


The Definitional Rejection of Institutionalism 


Thirdly, there are those who might 
argue that institutionalism was indeed 
primarily a movement of protest, but that 
far from being incorporated into the body 
of economic theory, present-day econo- 
mists largely recognize the specious nature 
of the criticisms and so have rightly ig- 
nored the institutionalists and applied 
themselves to problems appropriate to the 
discipline and with techniques of analysis 
_ appropriate to the problems [11 ; 30]. This 
position, admittedly here overdrawn, 
would view Veblen as an interesting and 
even important social critic but would feel 
that his important contributions lay else- 
where than in the realm of economics 
properly defined. We may call this posi- 
tion one of Definitional Rejection, indi- 
cating that the field of economics is 
properly circumscribed so as to put insti- 
tutionalism in the area of socio-political 
theory rather than in economic theory. 


INSTITUTIONALISTS ON INSTITUTIONALISM 


It must be conceded that the debate 
over institutionalism might not have been 
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generally so inconclusive had institutional- 
ists been able to define their position posi- 
tively as clearly as they have succeeded in 
defining its negative aspects. Boulding is 
quite correct in pointing out that the most 
readily apparent characteristic of all those 
who call themselves institutionalists is their 
agreement to disagree with neoclassical 
price theory [11]. It is their failure to 
differentiate neoclassical price theory from 
contemporary price theory which is at the 
nub of much of the current confusion. 

Institutionalists have always been criti- 
cized for their failure to provide a good 
definition of institutionalism. Ayres con- 
tends that institutionalism is basically a 
way of thinking about economic problems 
and about the economy.’ In his view, 
institutionalism incorporates a dynamic 
view of technology, a behaviorist psychol- 
ogy, a nonteleological philosophy, and a 
Darwinian view of the economy as part of 
a socio-cultural evolving process, molded 
or conditioned at any one time by the 
institutional structure [2]. 

Most other present-day institutionalists 
appear to agree. Witte has said that insti- 
tutional economics “is not so much a con- 
nected body of economic thought as a 
method of approaching economic prob- 
lems” [44, p. 133]. Though Gambs’s 
writing abounds in statements of what 
institutionalism is not, he has no clear 
definition of what it is. But his view im- 
plicitly would seem to conform to that of 





* Ayres wrote in 1944, “As a designation of 
a way of thinking in economics the term ‘insti- 
tutionalism’ is singularly unfortunate, since it 
points only at that from which an escape is 
being sought. Properly speaking, it is the classi- 
cal tradition that is ‘institutionalism,’ since it 
is a way of thinking which expresses a certain 
set of institutions. As a designation of the way 
of thinking which recognizes the decisive part 
played by technology in economic life the term 
‘instrumentalism’ is far more satisfactory” [5, 
pp. 155-56]. Also [2, pp. 47-55; 3]. 
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Ayres and Witte [24, p. 10]. Gruchy’s defi- 
nition seems most successful. He utilized 
the term “holistic economics” because to 
him the essence of institutionalism is a 
view of the economic system as “an evolv- 
ing, unified whole, or synthesis, in the 
light of which the system’s parts take on 
their full meaning” [25, p. viii]. He defines 
holistic economics as “the study of the 
structure and functioning of the evolving 
field of human relations which is con- 
cerned with the provision of material 
goods and services for the satisfaction of 
human wants” [25, p. 550].° — 

This emphasis on the economy as an 
evolving institutional phenomenon is 
clearly the most distinguishing feature of 
modern institutionalism and is a common 
point (sometimes the only one) in the 
views of all institutionalists. It is certainly 
a prime inheritance from Veblen [13, p. 
118], and the genesis of any defense of the 
position that institutionalism today is more 
than a movement of dissent merely reiter- 
ating the same charges against orthodoxy 
made by Veblen. 

Any real contribution from present insti- 
tutionalists, however, will require that 
they distinguish far more sharply than 
they have in the past between the deter- 
mination of prices and the meaning of 
prices so determined. While the two are 
clearly related, their failure to recognize 
that earlier institutionalist criticisms of 
neoclassical theory have in many impor- 
tant respects been widely accepted® —a 





*Ch. 8, “The Emergence of a 20th Century 
Political Economy” is perhaps the best available 
short exposition of both the institutionalist 
criticisms of orthodox theory and of what insti- 
tutionalists would substitute for orthodoxy [25]. 
For a comparison with Veblen’s views of cap- 
italism, cf. [29]. 

* Among present institutionalists only Morris 
Copeland seems aware of this acceptance. He 
considers the changes of the past twenty years 
in economic models and concludes that “insti- 





failure considered in the following section 
— has led to their inability to make any 
perceptible impact in their area of major 
interest, i.e., the normative implications of 
prices. 


THE PRESENT INSTITUTIONALIST VIEW 
OF PRICE DETERMINATION 


Gruchy recently commented that Veb- 
len, coming on the scene late in the nine- 
teenth century, criticized Marshall’s “eco- 
nomics of pure competition” on the 
ground that it gave no consideration to 
what Veblen called “partial monopolies” 
and provided no analysis of what we now 
call aggregative economics [26, p. 11]. 
Mid-century institutionalists repeat Veb- 
len’s charges virtually without change be- 
cause they have neglected most of the 
changes in price theory since the pioneer- 
ing work of Edward Chamberlin and Joan 
Robinson. The continued resort to cri- 
tiques of the sort to which Veblen sub- 
jected Marshallian economics is indeed 
beating a dead horse, however justified 
Veblen may have been in delivering such 
attacks in the 1920’s. 

Gruchy at least mentions post- 
Chamberlin-Robinson work and acknowl- 
edges that conventional price theory has 
been revised in consequence. But, he states, 
“the only course of action . . . is to work 
with the . . . realistic assumption that col- 
lective or collusive action is the typical be- 
havior of oligopolistic or highly monopolis- 
tic enterprises.” This, he says, is precisely 
what “holistic economists” have done and 
what “equilibrium economists” have not 
done [25, pp. 610-11]. But surely even the 
most superficial examination of the work 
done in price theory in the past 25 or 30 
years (work which institutionalists should 





tutionalists gained a signal victory” [15, pp. 57- 
58]. 
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applaud) will suggest that holistic and 
orthodox economists cannot be so dis- 
tinguished. 

To the extent that oligopoly theory has 
directed attention to such phenomena as 
price leadership, basing point systems, the 
conscious avoidance of price-cutting situa- 
tions, collusion, and the like, it has de- 
veloped precisely on the assumption that 
“conscious manipulation” of markets is the 
rule to the full extent which the oligopo- 
list’s area of discretion will allow."® 

Other institutionalists have paid even 
less attention than has Gruchy to the 
burgeoning of oligopoly theory. Ayres in 
The Theory of Economic Progress dis- 
misses it with the comment that it “seems 
to be well on the way to establishing the 
insignificance of equilibrium” [5, p. 67]. 
He dismisses it in this fashion because his 
main concern is with the normative impli- 
cations of prices. His criticism of the 
price-determining process remains un- 
altered by considerations of oligopoly 
theory; it is replete with a number of the 
archaic or partially outmoded criticisms 
considered earlier — i.e., contemporary 
price theory is abstract [5, p. 13], mecha- 
nistic [5, p. 17], and above all concentrates 
on competition [5, p. 20]. Through the 
years Ayres has not deemed it necessary to 
alter any of these charges."* 





*” For a summary of the development of price 
theory from the 1930's through the late forties 
see [27, especially pp. 16-24]. 

™ See [3, especially pp. 5-9] for a statement 
of his position as of 1952. Whereas a generalized 
charge of irrelevance through the high degree 
of abstraction might have been appropriate in 
Veblen’s day, the whole of oligopoly theory has 
been just such an effort to infuse realism into 
price theory. Total success need, of course, not 
be claimed, nor is it. Here, as in much of his 
writing, Ayres does not bother at all to dis- 
tinguish between neoclassical theory up to the 
thirties and price theory since then. While no 
doubt much criticism is yet justified, it would 
appear crucial to give the devil his due. 
Oligopoly theory did not develop in vacuo but 
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Oligopoly theory fares little better at 
the hands of other institutionalists. Witte, 
agreeing with Gruchy, says of modern 
theory, “While it is recognized that there 
are corporations, their great importance 
in the present day economy is obscured 
by treating them as firms not essentially 
different from individual entrepreneurs” 
[44, p. 137]. While it may be charged that 
the modern corporation is not treated as 
different from the competitive firm in all 
the dimensions in which it should be,’ the 
charge is surely archaic as Witte states it." 

Gambs suggests that “the institutionalist 
would accept much that has been done in 
the past dozen years in the field of mo- 
nopolistic competition and employment 
theory — at least to the point of endorsing 
certain remedial or mitigating measures 
proposed and applauding increased atten- 
tion to reality” [24, p. 56]. Insisting, like 
Gruchy and Witte, that standard theory 
continues to view deviations from compe- 
tition as atypical, Gambs writes: 


Some measure of conflict or coercion has gen- 
erally been conceded to exist by all economists 





in response to the charge that competitive price 
theory did not explain the price formation 
process in most of the markets faced in the real 
world. 

* That is, from the point of view of its social 
and political power as well as the degree of 
discretion encompassed by economic power 
narrowly defined. These larger considerations 
have been considered, for example, by Robert 
A. Brady [12]. 

* Compare Witte’s remark, for example, with 
Stocking’s statement in his presidential address 
to the American Economic Association in De- 
cember, 1958: “Just as the individual and 
individualism dominated eighteenth century 
society, so the organization has come to dom- 
inate twentieth century society” [41, p. 7]. This 
statement by the president of the association 
(and a “standard economist’) is probably 
typical of the view which most economists 
would take toward the corporation. Witte’s 
contention that one’s view of the corporation 
differentiates institutionalists from non-institu- 
tionalists would appear, therefore, to be un- 
tenable. 
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as an unhappy aspect of economic behavior. 
Monopoly, unfair competition, exploitation 
of weaker groups—all are recognized by 
standard theory. On the whole, however, such 
phenomena are deemed to be atypical, occa- 
sional, and relatively unimportant. Institu- 
tional theory erects the occasional into the 
general... 

The entire basis of economic theory is changed 
when coercion, or aggression, instead of com- 
petition, becomes the dominant theme of 
economics. [24, p. 13] 

However true this may have been in 
1946 when Gambs wrote it, attempting to 
differentiate institutionalism from ortho- 
doxy on this basis today is surely archaic 
heresy. 

It seems unnecessary here to refute these 
charges with any systematic review of 
recent developments in the theory of price 
determination. As recently as 1948 a good 
deal of what institutionalists had to say 
about price theory could have been sup- 
ported by a perusal of current price theory 
literature. In Haley’s review of value 
theory from the depression to the late 
forties in A Survey of Contemporary Eco- 
nomics he noted that the most significant 
contributions to demand theory had been 
the development of indifference curve 
analysis and the application of the kinked 
demand curve to oligopoly theory [27, p. 
1]. Institutionalists would doubtless argue 
that Hicks’s development of indifference 
curve analysis did little to make price 
theory more relevant. The controversies 
of that day must indeed have seemed 
peculiarly arid to them —ie., the 
cardinal-ordinal debate,’* the marginalist 
controversy,’® and so forth. The more im- 
portant seminal work in price theory, from 
the institutionalist view, involved empirical 





* See [27, pp. 2-6] for a review of this debate 
in the literature. 

“For a review of this debate, which filled 
the pages of the American Economic Review 
in the mid-forties, see [27, pp. 11-13]. 


testing and subsequent reformulation of 
received theory and is reported in the 
articles by Bain [8] and Galbraith [23]. If 
oligopoly theory was “a ticket of admis- 
sion to institutional economics” as E. S. 
Mason suggested as long ago as 1939,’ 
then Galbraith and Bain show that econo- 
mists in the late thirties and forties were 
queued up in large numbers to purchase 
such tickets. 

In 1949 a major effort was made to in- 
corporate the implications of this empirical 
investigation of the character of pricing in 
current market situations into the body of 
price theory. Three years after Gambs 
wrote that economic orthodoxy still con- 
sidered monopoly “atypical” William Fell- 
ner was writing: 

Present-day value theory recognizes that 
the conditions of determinate equilibrium 
are not satisfied on all markets. But the main 
body of value theory is concerned with mar- 
kets on which determinate equilibria. . . 
can be established. .. . 

In this book, considerable emphasis will be 
placed on the fact that a significant propor- 
tion of the markets with which value theory 
must be concerned cannot be analyzed in 
terms of demand functions or supply func- 
tions derived from technological data and 
utility functions alone. Determinate equilibria, 
in the usual sense, cannot be established for 
these markets analytically. [21, p. 9] 

Fellner went on to point out that one 
need not construe theory to be “success- 
ful” if it leads to uniquely determinate 
equilibria, and a “failure” when it leads 
to results indeterminate within ranges [21, 
pp. 9-10]. He considered the pricing 
process in markets characterized by collu- 
sion, by cutthroat competition, by non- 
price competition — in short, by many of 
the features Gambs and other institutional- 
ists had been contending a realistic price 
theory must encompass. However inade- 





* See [34, pp. 64-65], quoted in [27, p. 17]. 








quate one might view the results of Fell- 
ner’s subsequent efforts, price theorists 
over the past decade have concentrated 
the bulk of attention on the development 
of oligopoly theory [9; 20; 36; 40]. And 
rather than exclusive preoccupation with 
uniquely determinate equilibria, theory has 
more and more considered situations of 
oligopolistic indeterminancy, conjectural 
interdependence, joint maximization, and 
so on. 

More important, in view of the insti- 
tutionalist charge of lack of realism and 
relevance in price theory, has been the 
increasing tendency to merge work in 
price theory with empirical investigations 
as, for example, in Bain’s Barriers to New 
Competition, an intensive study of some 
twenty industries, in which an effort is 
made to work out the theoretical conse- 
quences for market performance of va- 
rious possible conditions of entry [6].*” 

Two conclusions may be drawn from 
these considerations. First, the efforts at 
making price theory more realistic which 
have been undertaken in the last twenty 
years have, by and large, been carried out 
not by the institutionalist dissenters, but 
by those from whom they were dissenting. 
Second, whatever the normative implica- 
tions of prices as they emerge in fact and 
theory today, they are clearly different 
from the implications of prices as they 
might emerge in the pure and perfect 
markets of Adam Smith. It is the failure 


"The literature dealing with empirical ex- 
amination of orthodox price theory, particularly 
efforts to relate market performance, is by now 
immense. See [14; 33; 10]. For a recent sum- 
mary of this work see [7, pp. 25-43]. Another 
line of recent investigation has considered the 
motivational assumptions of orthodox price 
theory [37]. Interestingly enough, Walton 





Hamilton is almost alone, among institutional- 
ists, in having attempted an empirical exami- 
nation of pricing in addition to the usual 
criticism of price theory. Cf. [28]. 
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of institutionalists to appreciate the wide- 
spread recognition of the ubiquity of oli- 
gopoly** which has prevented their making 
a real contribution in the area of their 
major concern. This has to do with the 
meaning of prices. 


NORMATIVE IMPLICATIONS OF PRICES 
IN THE CONTEMPORARY ECONOMY 


As a result of their continuing myopia 

concerning present-day price theory, in- 
stitutionalists can argue that economists 
are unduly hypnotized by price, by clear- 
ing the market, and by attaining equi- 
librium. It follows that an economy in 
which competition prevails and equilib- 
rium is obtained leads to the normative 
results Smith introduced via the “natural 
harmony” doctrine of Locke. The result, 
in the view of institutionalists, has been 
that the fundamental philosophical impli- 
cations of the Invisible Hand are with us 
to this day. Ayres has put this clearly, 
albeit in more extreme form than most of 
his fellow-institutionalists might: 
Five generations of classical price theory have 
so completely assimilated the idea of pattern 
to the idea of justice as to establish in the 
minds of modern students an all-or-none dis- 
junction: either price has the social signifi- 
cance which classical theory has imputed to 
it, or it has no significance whatsoever. [5, 
p. 35] 

Gambs has expressed much the same 
notion [24, p. 49], and the same attitude 
toward standard theory is revealed in the 
writing of other institutionalists, though 





* The ubiquity of oligopoly was not and is 
not, of course, universally accepted. See, for 
example, [42, pp. 67-73] and [39, Lecture 5]. 
But even those who still believe that competi- 
tion of the classical variety is the best single 
generalization would concede that the norma- 
tive implications of the prices emerging in 
modern market structures are quite different 
from those of the Marshallian model. 





—_ 
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both Gruchy and Mukerjee make more 
(though not enough) of the crucial dis- 
tinction between classical theory and con- 
temporary theory [24, p. 558; 35, Ch. 5, 
especially pp. 122-23]. 

In short, institutionalists have frequently 
couched their criticism of orthodoxy in 
such terms as to make it appear that it 
was the price-determining process in 
standard theory which was central to their 
criticism. And by assuming that current 
standard theory still deals primarily with 
price determination in competitive mar- 
kets, their criticism could be expounded 
with a good deal of cogency but with little 
justification. Institutionalists have failed 
to realize that the normative implications 
of prices in competitive markets and in 
what Gruchy has called hybrid markets 
must be sharply differentiated because they 
are most assuredly different. 

Thus the institutionalists argue that it is 
the whole manner of thinking about equi- 
librium prices and about the market forces 
from which they emerge which has ren- 
dered economic analysis relatively im- 
potent in dealing with “real” problems. 
Ayres states that “price equilibrium is a 
consummatory state even in contemporary 
economics, not merely an analytical device 
as it is in modern physics” [5, p. 67]. 
Lionel Robbins’ remark that “equilib- 
rium is just equilibrium” is quoted and 
dismissed as evidence of a professional 
guilt complex. 

Price theory, in short, stands condemned 
because its analysis of the pricing process 
is based on the faulty assumptions of pure 
and perfect competition. Under these as- 
sumptions, equilibrium prices reflect an 
underlying harmony between the _ indi- 
vidual and society, between individual 
self-interest and social welfare. Hence 
equilibrium is good, disequilibrium is bad. 
The normative implications of the prices 


actually emerging in real markets, which 
contemporary economic theory has been 
endeavoring to analyze over the past thirty 
years, and with which economists do deal, 
can and should be criticized legitimately. 
Institutionalists could perhaps make a 
most significant contribution by doing this, 
but only when they distinguish real prices 
from those in perfectly competitive 
markets. 

The development of theories of monop- 
olistic competition and oligopoly, far 
from establishing “the insignificance of 
equilibrium,” has suggested that the char- 
acter of the price-determining process is 
considerably more complicated than clas- 
sical economics made it appear, with re- 
sults that are at once less predictable and 
less precise. But mid-century institutional- 
ists have obscured what validity may be 
attached to their criticism of the normative 
implications of price as determined in im- 
perfect markets by enabling institutional- 
ism generally to be dismissed as archaic 
heresy. 

Consider, for example, the situation 
today in agriculture, the sector commonly 
acknowledged to conform most closely to 
the structural requirements of competition. 
If there is one commonly agreed position 
among standard economic theorists, it is 
that we cannot automatically accept the 
prices which emerge from unregulated 
agricultural markets as “good.” If un- 
regulated equilibrium prices for agricul- 
tural products do not automatically 
represent the combination of “pattern” 
with the notion of “justice,” as Ayres sug- 
gests, it does not necessarily follow that the 
pricing process, the notion of equilibrium, 
or the apparatus of price analysis generally 
is useless or devoid of significance as he 
concludes. 

One need not tarry here to debate the 
relative merits of various proposals for 
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altering the present agricultural price- 
support program to make the point. In 
this area at least, even economists who 
conclude that the best policy would be to 
remove supports altogether and let the 
chips fall where they may would reach 
such a conclusion only through an analyt- 
ical process which would require con- 
sideration of what lies “beyond supply and 
demand,” to use Gambs’s phrase. This 
process would require specific considera- 
tion of the normative implications of the 
prices which would result, without auto- 
matically juxtaposing equilibrium prices 
with social or individual welfare. On the 
contrary the juxtaposition would have 
been non-automatic, deliberate, and con- 
sciously calculated. There is much other 
evidence to show that the mainstream of 
economic theorizing does not equate equi- 
librium with social welfare. 

It is, of course, true that values are in- 
volved in all economic analysis, if only in 
the choice of problems to study. It has 
always been a major point with institution- 
alists, however, that economic theory is 
value theory in a more fundamental sense 
than can be handled by equating value 
theory with price theory. Most economists 
do tend to couch the policy proposals 
emerging from their analyses of economic 
problems in “if... then” form. They 
are disinclined to employ the word 
“ought” in their pronouncements. Profes- 
sional economists do continue to attempt 
a differentiation of the economist qua 
economist from the economist gua human 
being or participant in the socio-political 
process. It is nonetheless clear that eco- 
nomics today is profoundly normative, if 
normative is carefully defined. 

Economics is not normative in the sense 
that it properly eschews pamphleteering 
as unscientific, insists that the tenets of the 
scientific method be applied fairly rigidly 
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in the analysis of economic problems, and 
prefers the pursuit of economic analysis 
via models which are carefully drawn and 
precisely delineated. It is normative, how- 
ever, in the sense that most of what pro- 
fessional economists do is predicated on 
critical value judgments — judgments 
which the economist may not have been 
called upon to make originally but which 
he clearly endorses. In microeconomic 
analysis generally, economists do not as- 
sume that competitive equilibria always 
represent the side of the angels. To the 
extent that the machine in general and 
the rise of the mass production factory in 
particular have altered the normative im- 
plications of competitively determined 
market prices, all economists have altered 
their policy proposals in one degree or 
another. The economic impact of anti- 
trust activities, of the Interstate Com- 
merce Commission, the Federal Trade 
Commission, the Securities and Exchange 
Commission, and a host of other admin- 
istrative agencies is the not entirely indirect 
outgrowth of economic analysis struggling 
to incorporate machine technology and 
the imperfect markets it brought with it 
into conventional economic price theory. 

In this sense, economic theory has in- 
corporated into its conventional analysis, 
perhaps tacitly, clear recognition of the 
fact that competitively determined equi- 
libria are at best normatively neutral in 
most of the relevant market situations. 
One may question the wisdom of continu- 
ing to utilize perfectly competitive markets 
as a standard against which to consider 
and evaluate the market results we 
actually get. One may declare that econo- 
mists look to such ideal type models with 
varying degrees of nostalgia, but one can- 
not charge the mainstream of current eco- 
nomic thought with being “merely” de- 
scendants of the classical tradition and 
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hence quite unaware of the nature of the 
modern economy. This is the charge to 
which many institutionalists seem to be 
devoted. It is clear that emergent prices 
today “mean” something infinitely more 
complicated than Smith’s Invisible Hand 
implied. They reflect competitive ele- 
ments; the results of concentrated eco- 
nomic power; the efforts of government 
to regulate or control that power; the 
public assistance given to various sectors 
of the economy in the form of subsidies, 
protected markets, and so on; the altera- 
tions in relative demands which result 
from the progressive income tax; and a 
host of other variables. In short, the nor- 
mative implications of emergent prices 
today represent a wide variety of inter- 
ferences with equilibrium prices as they 
would emerge from unregulated markets 
precisely because economists today make 
no assumption that such prices would 
necessarily be “good.” Moreover, the in- 
fluence of advertising, religious precepts, 


and other institutional factors on the de- 


mands which “lie beyond” prices is an 
area in which institutionalists have always 
professed to have the greatest interest. It 
is an area they could well investigate with 
profit to the discipline. 

To sum up, we have argued that insti- 
tutionalists, though not concerned with 
the price-determining process per se, have 
continued to charge the mainstream of 
economic theory with blind devotion to an 
archaic view of the economy. Such an 
approach has rendered _institutionalists 
vulnerable to charges that they are anti- 
theory and devoted to beating dead horses 
and has obscured the live horses which yet 
remain. 

The view of economic orthodoxy toward 
the meaning of emergent prices is not 
perforce invulnerable to the kind of search- 
ing re-examination in which institutional- 


ists could engage with benefit to the entire 
discipline. Institutionalists continue to be 
critical of economic orthodoxy not alone 
through outmoded charges but as well by 
asking questions about present economic 
theory which appear to have both rele- 
vance and viability. Here only the most 
important of these questions can be men- 
tioned, and they scarcely adequately: 


(1) Gambs’s choice of a title for his 
book suggests one of these questions. While 
much attention has been focused on what 
lies “beyond supply” (the problems and 
possibilities of large-scale organization, 
automation, new resources, new sources of 
energy, and so forth, have been of great 
concern to economists), it may still be 
charged with some force that economists 
are too ready to take demand as “given” 
and concern themselves little with what 
lies “beyond” it. The whole area of adver- 
tising and of the reciprocal relationship 
between demand stimulation and demand 
response by entrepreneurs, it may be 
charged, still lies largely unexplored by 
economists. 

(2) The problem of how properly to 
incorporate into conventional economic 
theory the notion of the economy as an 
evolving institutional complex is one which 
institutionalists have long been concerned 
about and which, despite recent efforts 
to work out a theory of economic dy- 
namics, is still extremely narrow in scope. 

(3) Another area in which current 
price theory seems inadequate because of 
the ambiguities in the normative impli- 
cations of emergent prices has to do with 
the allocation of resources as between the 
private and the public sectors of the econ- 
omy. This current discussion, in which 
Galbraith and others have figured prom- 
inently, is one which institutionalists could 
investigate with profit because it is clear 
that the factors which affect market prices 


222322 ==5 


= s2 








88 


do not necessarily reflect all considerations 
concerning the state of the public econ- 
omy. Whether institutionalists can do 
more with this important problem than 
the welfare economists have achieved 
would seem to depend in large part on 
the premises from which institutionalists 
attack it. 

(4) The relationship between micro 
and macro economics is a problem which 
has concerned all economists increasingly 
in recent years. While this discussion has 
ineluctably concentrated on microeco- 
nomic analysis, sooner or later one faces 
the problem of the relation of microeco- 
nomics to macroeconomics. If Gruchy has 
pointed out the possibility of achieving 
equilibrium in the parts at the cost of 
disequilibrium in the whole [25, p. 574], 
Bain has considered the same possibility 
[7, pp. 38-43]. Indeed the major theoreti- 
cal development of the thirties was the 
Keynesian notion of underemployment 
equilibrium. Here was a case in which 
equilibrium was “bad” and presumably 
disequilibrium was “good.” The whole 
purpose of monetary and fiscal policy is to 
disequilibrate the economy although it 
must be granted that the objective is to 
achieve equilibrium at a more satisfactory 
level of economic performance. Thus even 
more than at the micro level, at the macro 
level it is perfectly clear that economists 
generally distinguish between “acceptable” 
and “unacceptable” equilibria. Institu- 
tionalists could make a genuine contribu- 
tion by considering the implications of the 
various criteria of what is acceptable and 
the determinants of such criteria. The 
Employment Act of 1946 might be a good 
place to begin. 

The workable competition approach 
toward the concentration problem has 
raised clearly the problem of the possible 
lack of correspondence between workabil- 
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ity (i.e., acceptability) at various levels of 
disaggregation. This problem leads us to 
the final area to which we must give con- 
sideration — that of appropriate definition 
of the field of economics and of economic 
problems. It does so because if economics 
is sufficiently circumscribed, “workability” 
or “acceptability” may be correspondingly 
focused on a more restricted problem area. 
This might lead to markets economically 
workable but not “workable” politically 
or socially. 


PRICE THEORY, VALUE THEORY, 
AND THE FIELD OF ECONOMICS 


Institutionalism has always emphasized 
such factors as the impact on culture and 
institutions of the machine, the distinction 
between price as a measure of value and 
other possible measures of value, and the 
continuously changing nature of any econ- 
omy. Institutionalists insist on sharply dis- 
tinguishing price theory from value theory 
— terms typically used interchangeably in 
modern economics — because the tradi- 
tional definition of economics makes price 
the sole economic measure of value. To 
institutionalists this is especially an anath- 
ema. As Ayres once put it, “whether or 
not it continues to be a science of price, 
economics must be a science of value” [5, 
pp. 84-85]. 

It is in the problem of value that a 
meaningful distinction between institu- 
tionalism and standard or orthodox theory 
might ultimately be found. It has been 
shown that as a viable current stream in 
economic thought, institutionalism needs 
to be more than a belief in the efficacy 
of empirical research or in active partici- 
pation by economists in economic policy- 
making (the Big Three approach leads one 
no further than this). It needs to be more 
than dissent from the price-determining 
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process reduced to classical or neoclassical 
oversimplification (which is what the 
Archaic Heresy approach is reduced to). 
This leaves but one avenue down which 
institutionalists and non-institutionalists 
may legitimately and meaningfully con- 
front one another. This is the approach 
earlier labeled the Definitional Rejection 
of institutionalism. Here Knight and 
Ayres have perhaps set out the two posi- 
tions most clearly..° The disagreement 
about how to define the field of economics 
involves the acceptance or rejection of the 
notion that economics may legitimately 
restrict its interest in the meaning of prices 
to concern for the immediate determinants 
of price. The institutionalist position is 
that economics must look behind these 
determinants at the larger social, political, 
cultural, and technological forces which 
shape the immediate determinants. (This 
is the perspective from which institutional- 
ism approaches the problem of the norma- 
tive implications of prices.) 

In this connection Knight has written, 
“the fundamental part of economic anal- 
ysis, both as explanatory and as a guide 
to social policy, must— in spite of all 
sweeping limitations — be the mechanics 
of instrumental choice, demand and sup- 
ply, and prices” [30, pp. 54-55]. It is the 
word mechanics which is of special signifi- 
cance. Economics is concerned, in Knight’s 
view, with the mechanics of instrumental 
choice, not with the determinants of 
choice, the significance of choice, or the 
consequences of choice.*° 





“Knight and Ellis have both recently ex- 
pressed essentially similar views of the scope of 
economics in presidential addresses before the 
American Economic Association [31; 19]. For 
a consideration of the implications of this view 
of economics see [1]. 

*In this general orientation Knight is, of 
course, joined by many contemporary econ- 
omists including Ellis [19] and Stigler. [39]. 
Bain has recently argued that while markets 


In Ayre’s view economists must be con- 
cerned with the science of value, and this 
means that economists must be actively 
concerned with the determinants and sig- 
nificance of instrumental choice. For the 
determinants include the entire institu- 
tional apparatus which is involved in the 
process of valuation — a process which is 
social and cultural both in its origins and 
in its consequences. And in both it reflects 
heavily the evolutionary consequences of 
a constantly changing technology. 

Ayres argues, therefore, that the pri- 
mary need is for what he calls a “unified 
field theory” [4].22_ Whether or not this is 
an appropriate step for economics to take 
in order to develop a more satisfactory 
theory of value is, of course, open to de- 
bate. It is a manifestation of the old, but 
continuing, debate in economics over what 
we may legitimately take as “given” in 
economic analysis. The purpose of this 
discussion has been to suggest that the 
scope of economics might yet be a fruitful 
subject for debate, provided the red her- 
rings could be eliminated on both sides. 

This will largely entail a careful dis- 
tinction between the process of price de- 
termination and the meaning of prices. 
The process, no doubt, determines the 
meaning, but the failure of institutionalists 
to distinguish the two prevents their sub- 
jecting the price system to the critical 
evaluation of its normative implications 





are indeed oligopolistically concentrated rather 
than competitive, and while, therefore, the eco- 
nomic consequences of concentration are not 
necessarily independent of the socio-political 
consequences, they have not, in his view, moved 
in opposition to each other. In any event he 
specifically excluded the latter from considera- 
tion in his analysis — the very step Ayres and 
other institutionalists would deplore [7, pp. 38- 
43]. 

"For a view of another kind of failure of 
standard theory to enlarge the scope of eco- 
nomic analysis appropriately (into the area of 
government decision-making) see [18]. 
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which they have always professed they 
wished to do. This paper has suggested 
that standard economic theory, despite the 
revisions of recent years, is still dealing in 
less than satisfactory fashion with the nor- 
mative implications of prices as they 
emerge from oligopolistic markets. How 
such prices reflect the institutional struc- 
ture —in short, the problem of value — 
is still awaiting adequate analysis. 
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Changes in the Federal Income Tax — 


Review and Preview 


Charles J]. Gaa 


Although recent changes in the federal 
income tax have not been as dramatic 
and widespread as those introduced in 
1954, some important alterations were 
made or are under serious consideration 
in 1960 and 1961. There is substantial 
agreement that our law needs funda- 
mental revision — that rates should be re- 
duced and the tax base broadened without 
reducing the revenues of the federal gov- 
ernment. There is a difference of opinion, 
however, as to what rates should be re- 
duced and to what extent and how the 
tax base is to be broadened. 

A uniform flat reduction in rates for all 
taxpayers would result in a large loss of 
revenue even if loopholes are plugged; it 
has been estimated that at least 83 per- 
cent of federal income tax revenues from 
individuals is derived from the first 20 
percent tax rate applied to income in the 
lowest income bracket for all taxpayers. 
If the rates at and near the top bracket 
were to be reduced substantially as an 
offset to the closing of loopholes presently 
available, only a relatively small part of 
government revenue would be lost; it has 
been estimated that a reduction of the top 
rate from 91 percent to 55 percent would 
cost $566 million in revenue.t When tax 





"David A. Lindsay, “Federal Tax Legislation 
in the Eighty-Sixth Congress and Current Is- 
sues in Tax Policy,” Taxes, Vol. 38, No. 12 
(December, 1960), p. 981. 


rates are reduced (not particularly likely 
in 1961), there probably will be a reduc- 
tion of a very few percentage points in 
the lower brackets and a fairly substantial 
reduction in the higher brackets. So much 
for tax rates; the remainder of this dis- 
cussion is devoted to changes which affect 
the tax base. 

Only a brief summary of the more im- 
portant current and pending changes is 
included in this survey; not all bills intro- 
duced or passed by Congress are covered. 
Some of the developments in 1960 and to 
date in 1961 have taken the form of rul- 
ings by the courts and the Internal Reve- 
nue Service; others were the result of leg- 
islation. A careful reading of the revenue 
code and rulings is necessary for a tax- 
payer to get a workable knowledge of the 
technicalities, restrictions, and implications 
of the new material. Many of the items 
discussed herein are controversial, but a 
detailed presentation in this article of the 
arguments pro and con concerning the 
changes is not feasible in the restricted 
space available. 

This paper is organized into sections 
dealing with (1) changes which affect 
business operations, investments, and for- 
eign transactions of all classes of taxpay- 
ers; (2) developments peculiar to partner- 
ships, to fiduciaries, to corporations, and 
to individuals; and (3) modifications in 
the administration of the law. 
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BUSINESS OPERATIONS 
Depletion 


With the exception of those who bene- 
fit directly from the excessively generous 
depletion allowances permitted by the 
code, many persons feel that broadening 
of the tax base might well start with 
tighter restrictions upon or elimination of 
percentage depletion. In 1960, Congress 
made a modest start in this direction by 
defining more specifically and narrowly 
“gross income from mining” which is 
subject to percentage depletion. The 1939 
code and the 1954 code (Section 613(c) ) 
defined mining to include ordinary treat- 
ment processes usually applied by mine 
owners or operators to obtain the com- 
mercially marketable mineral product. A 
difficulty arose in some areas in tieing 
down these permissible “ordinary treat- 
ment processes.” Consequently, some tax- 
payers successfully claimed depletion on 
gross income from end products, such as 
tile, cement, and brick. The new and nar- 
rower definitions generally went into effect 
on January 1, 1961. 


Depreciation’ 

Depreciation has long been a battle- 
ground between taxpayers and the Treas- 
ury, because the taxpayer may deduct 
depreciation as an ordinary expense and 
report gain upon disposition of the depre- 
ciated property as long-term capital gain 
(Section 1231) even though such gain 
may have resulted at least in part from 
overdepreciation. As a result, the Treas- 
ury has resisted the use of high deprecia- 
tion rates, estimates of short service lives 
for property, and the classification of some 
properties as “used in trade or business” 





*For a good discussion of depreciation see 
Donald J. Yellon, “Depreciation Developments 
in Congress and the Courts,” Taxes, Vol. 38, 
No. 12 (December, 1960), p. 952. 


rather than as “held for sale in the regu- 
lar course of trade or business”; and it has 
insisted upon using ample salvage values 
in figuring depreciation. 

In June, 1960, the Supreme Court 
handed down three important decisions* 
which supported the position taken by the 
Treasury in these cases, but which have 
wider implications of benefit to taxpayers. 
The Court held that (1) the useful life 
of an asset for depreciation is the life in 
the hands of the specific taxpayer who 
owns it, (2) salvage value must be taken 
into consideration in computing deprecia- 
tion, (3) and salvage value is the esti- 
mated resale value at the end of the serv- 
ice life of the property in the hands of 
the taxpayer. The Treasury was victori- 
ous in its contention that the service life 
of the taxpayers’ assets was less than three 
years when the taxpayers disposed of them 
short of three years and that the salvage 
value was substantial. The results were 
(1) high salvage value at the end of the 
holding period and consequently a smaller 
depreciation allowance than if a nominal 
salvage value were used and (2) disal- 
lowance of the double-declining balance 
method for computing depreciation, which 
applies only to property with a useful life 
of at least three years (Section 167(c) ). 

Although the Treasury won victories in 
these cases, taxpayers in general will be 
able to cite them as authority for acceler- 
ating depreciation when the Treasury con- 
tends that a particular type of property 
generally has a longer service life than the 
taxpayer has used in figuring depreciation 
to fit his particular situation. 

There has been a substantial amount of 
pressure to grant a tax subsidy to business 
to encourage it to expand and modernize 





* Hertz Corporation v. U.S., 364 U.S. 122; 
Massey Motors, Inc. v. U.S., 364 U.S. 92; 
Commissioner v. Evans, 364 U.S. 92. 
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its facilities in order that production and 
employment may be increased. Four 
principal methods have been suggested: 
(1) to accelerate depreciation deductions 
by permitting a taxpayer to choose the 
rate he wishes to apply to the basis of 
his property,‘ (2) to allow business to 
reflect higher price levels in depreciation 
by using replacement price, index num- 
bers, or some other device which will re- 
sult in more than cost depreciation, (3) to 
grant a credit against tax for a part of the 
cost of investment in new facilities and 
improvement of existing property, and 
(4) to allow a deduction from income for 
a limited amount of additional invest- 
ments. 

The Administration favors the third 
method over the first two, because it be- 
lieves the incentive to invest will be fol- 
lowed more closely by actual investment 
under this approach than under the first 
two alternatives. This appears probable 
because under the first two suggestions 
the taxpayer would be given tax relief 
even if investment did not actually take 
place. The third and fourth approaches 
result in tax reduction only if investment 
is made. Another advantage of the third 
plan is that the subsidy is clearly shown as 
such and is not buried in distorted depre- 
ciation and income figures. Moreover, the 
President estimated that his plan will cost 
$1.7 billion a year in tax revenues instead 
of the $3.4 billion which would be lost 
immediately from allowing, for example, 
acceleration of depreciation in the form of 





*The Administration has shown a willingness 
to go along with this suggestion, but only if 
a gain (at least in part) on disposition of the 
property is given ordinary income rather than 
capital gains treatment under Section 1231. 
Two such bills were introduced in the House. 
There is some evidence that business is willing 
to accept this restriction to get the freedom 
it desires in timing depreciation deductions. 
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an additional first-year depreciation de- 
duction of over 50 percent of the cost of 
an investment. He believes that a 15 per- 
cent credit against tax would be as effec- 
tive as a 50 percent first-year depreciation 
allowance. Taxpayers appear to favor the 
first two methods rather than the type 
advocated by the President. 

President Kennedy’s recommendation is 
for a tax credit of (1) 15 percent of new 
expenditures for productive facilities in 
excess of current depreciation allowances 
and (2) 6 percent of such expenditures 
below this level but in excess of 50 per- 
cent of depreciation allowances, with 10 
percent of the first $5,000 of new invest- 
ment as a minimum credit. The credit 
would be subject to an over-all limit of 
30 percent of the tax liability before such 
credit and would be allowed in addition 
to the regular deduction for cost depreci- 
ation on the new investment. Expendi- 
tures eligible would be those made for 
new plant and equipment with a life of at 
least six years and located in the United 
States. Investment in apartments, hotels, 
and most public utilities would not be 
eligible. 

House and Senate bills (H.R.2 and 
S.2) have been introduced to allow a 
reduction in taxable net income for added 
capital invested in depreciable assets, in- 
ventory, and accounts receivable, to the 
maximum extent of $30,000 or 20 percent 
of net income, whichever is smaller. 

Although the assertion has often been 
made that depreciation provisions of the 
code impede investment in productive 
property, the evidence presented to prove 
this contention has not been very con- 
vincing. Further, if price-level relief is to 
be granted in the area of depreciation, 
equity suggests that all other segments of 
our economy affected by inflation also be 
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given relief including, for example, those 
living on pensions and those who have 
invested in United States savings bonds.° 
Moreover, a depreciation subsidy would 
result in a large decrease in the tax base, 
in contradiction to the policy of tax re- 
vision designed to permit a reduction in 
tax rates through a broadening of the tax 
base. 


Business Expenses 


The drive against abuse of business ex- 
pense deductions will continue and may 
very well lead to legislation disallowing 
certain legitimate types of expenses. In 
1960, a proposal to disallow almost all 
entertainment expenses was passed by the 
Senate but was dropped in conference 
with the House. 

A bill has been introduced into the 
House which would permit the deduction 
of expenses incurred in an attempt to 
influence legislation. At present, lobbying 
expenses are not deductible. 


Vacation Pay 


In 1954, the Internal Revenue Service 
(IRS) ruled that vacation pay may not 
be accrued unless there exists a definite 
liability to a specific employee. In 1958 
the application of this rule was postponed 
under some circumstances to taxable years 
ending after December 31, 1960. In 1960, 
legislation postponed the effective date 
again, to tax years ending after December 
31, 1962. 

* This problem is complex, and authoritative 
opinion can be found on both sides of the 
argument. The pros and cons are presented in 
detail in (a) Depreciation and Taxes, a sym- 
posium (Princeton: Tax Institute, 1959); and 
(b) U.S., House of Representatives, Commit- 
tee on Ways and Means, Tax Revision Com- 


pendium, Vol. 2 (Washington: U.S. Govern- 
ment Printing Office, 1959), pp. 793-931. 
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State Income Taxes 


A sensible decision was made in Reise, 
35 T.C. No. 61, that an allocable share of 
state income taxes related to business in- 
come of a sole proprietor may be deducted 
(as a business expense) from gross income 
in arriving at adjusted gross income. This 
decision of the Tax Court contradicts Rev. 
Rul. 58-142, 1958-1 Cum. Bull. 147, 
which classified such items as personal 
deductions from adjusted gross income, 
and nondeductible if the standard deduc- 
tion were used. 


Capital Expenditures 
The limitation on the deduction of ex- 
penditures for mineral exploration has 


been changed from $100,000 a year for a 


maximum of four years to a total limit 
of $400,000 (but not exceeding $100,000 
in any one year). Taxpayers who have 
deducted less than $400,000 in past years 
may now claim the rest up to the over-all 
limit of $400,000, since the four-year re- 
striction has been removed. 

According to new Section 180 of the 
code, farmers may elect to deduct and not 
capitalize expenditures for fertilizing and 
conditioning soil used for agricultural 


purposes. 


INVESTMENTS 
Real Estate Investment Trusts 


Although the corporate form of organi- 
zation has a number of characteristics 
favorable to group investment in real es- 
tate, it carries with it the disadvantage of 
subjecting the income to tax when it is 
earned by the corporation and again when 
it is distributed to the shareholders. Al- 
though some associations have been 
formed which have some of the desirable 
traits of corporations but which are not 
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taxed as corporations, there has been sub- 
stantial uncertainty in individual instances 
as to their tax consequences. The new 
real estate investment trust provisions of 
the code seem to be the answer to the 
difficulty. New Sections 856, 857, and 
858, which are applicable to taxable years 
beginning after 1960, provide regulated 
investment company tax treatment for 
real estate investment trusts. 

To qualify, the organization must be 
unincorporated and have at least 100 par- 
ticipants, with limitations on control by a 
limited group of participants. Further re- 
strictions are placed on the type of prop- 
erty and income the association may have. 
Although the investment trust is taxed as 
a corporation, it may deduct dividends 
paid when it computes its tax, provided 
at least 90 percent of its income is dis- 
tributed. Such distributions are not eli- 
gible for the dividends exclusion ($50) 
or dividends-received credit of an individ- 
ual shareholder or the dividends-received 
deduction of a corporate shareholder, 
however. This treatment gives about the 
same tax results as a partnership, even to 
capital gains benefits for capital gains 
distributed. 


Real Estate Taxes 


An accrual-basis taxpayer is permitted 
to deduct real estate taxes when the lia- 
bility to pay is definitely fixed. In an at- 
tempt to benefit taxpayers by double de- 
ductions in a given year, some states 
moved the lien date back from January 1 
to the preceding December 31, to set up 
two years of tax liability and two years 
of expense deductions within one taxable 
year. Public Law 86-781 added Section 
461(d) effective with tax years ending 
after December 31, 1960, to permit the 
deduction of only one year’s state tax 
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accrual within any one taxable year. The 
Tax Court now has under consideration 
the position of a Commissioner’s Revenue 
Ruling which applied the same rule to 
years ending on or before December 31, 
1960. 


Cooperatives 


There has been a substantial amount of 
feeling that cooperatives should be taxed 
more heavily because they are competing 
with business corporations which are 
heavily taxed. In the past few years the 
Treasury has submitted to Congress legis- 
lation to change this situation. Un- 
doubtedly, further consideration will be 
given to the problem, but it seems unlikely 
that any great changes will be made in 
1961. 


Tax-Free Exchanges 


The Commissioner of Internal Revenue 
has warned that the exchange of (1) ap- 
preciated securities for shares in new in- 
vestment companies or (2) appreciated 
real estate for shares in a new real estate 
investment trust may be a taxable ex- 
change. Advance rulings will not be made 
by the commissioner, and an _ investor 
should not be impetuous in accepting a 
promoter’s word that such exchanges re- 
sult in tax postponement. 

The Internal Revenue Service has an- 
nounced (TIR 311 and TIR 312, 1961) 
that advance rulings will not be issued for 
Section 351 (transfers to a corporation 
controlled by the transferor) on the sub- 
ject of whether or not the transfer of 
(1) appreciated real estate, or interests 
therein, to a newly organized (Section 
856(a)) real estate investment trust, in 
exchange for shares or interests in such 
trust, and (2) appreciated stocks or se- 
curities to a newly organized investment 
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company in exchange for shares of such 
investment company, as a result of solici- 
tation by promoters, brokers, or invest- 
ment houses, will constitute “nontaxable” 
exchanges within the meaning of Section 
351. 

In TIR 309 (1961) the IRS stated that 
it would not issue advance rulings on 
whether or not Section 368 (reorganiza- 
tions) is applicable to the acquisition by 
an investment company of the stock or 
assets of another investment company 
where, as a result of such acquisition, the 
shareholders of either company, or both 
companies, thereby achieve a substantially 
wider diversification of the investment 
assets underlying their stock holdings. 


Endowment Insurance 


The inconsistent and cloudy picture of 
capital gains and losses has had another 
ruling added to it by a Fourth Circuit® 
reversal of the Tax Court. It decided 
that a sale by the taxpayer of an unma- 
tured endowment policy, at less than face 
but more than basis, to his partners did 
not result in gain. It applied a very rea- 
sonable rule to the case (a rule which has 
been overlooked in other cases in which it 
also might well be applied), namely: a 
sale may not convert ordinary income into 
capital gain where the consideration 
merely replaces that which would result in 
ordinary income if the claim were not sold 
but were collected. This decision is in 
line with a 1958 ruling on the sale of an 
insurance contract.’ 


Taxable Interest and Dividends 


The Treasury’s campaign to educate 
taxpayers as to the necessity for reporting 





*Commissioner v. Phillips, 275 F.2d 33 
(1960). 

"Arnfeld v. U.S., Court of Claims, 163 F. 
Supp. 865, cert. denied, 359 U.S. 943. 
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such income has increased the amount re- 
ported by taxpayers, but it has not been 
sufficiently successful. The Administra- 
tion has proposed that tax (at a 20 per- 
cent rate) on interest and dividends be 
withheld in substantially the same manner 
as tax is now withheld from wages and 
salary. This change in the administration 
of the law is long overdue. President 
Kennedy estimated that $600 million a 
year in tax revenue would result from 
the approximately $3 billion a year of 
interest and dividends which taxpayers 
now fail to report. Collection at the 
source has sometimes been opposed on the 
ground that withholding would be unduly 
burdensome and difficult for the payer. 
This objection does not seem to be seri- 
ous; withholding from wages and salary 
probably is a much larger and more diffi- 
cult operation. Further, the President’s 
proposal does not impose a heavy burden; 
it requires the payer to pay over to the 
government a lump sum subtracted from 
payments to individual investors. It 
would not be necessary for the payer to 
show the amounts deducted from each 
individual investor’s earnings nor to issue 
a withholding receipt to each investor. 
The recipient would simply take a credit 
against tax for 20 percent of his reported 
interest and dividends. Refunds would be 
made if too much tax were withheld, in 
the same manner as is done in the case of 
excessive withholding from paychecks. 
Equity and the need for government rev- 
enue both require that the withholding 
mechanism for collection at the source be 
extended as far as it is feasible to do so. 
However, unless some report is made by 
payers to the government showing the 
amounts paid to individual payees, a care- 
less or dishonest taxpayer could evade tax 
if he were to omit such income and the 
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related credit when his total taxable in- 
come is in a tax bracket above 20 percent. 
President Kennedy’s tax message pro- 
poses to eliminate the preferred treatment 
permitted individuals to exclude the first 
$50 (as much as $100 on joint returns) of 
qualified dividends received and to take a 
4 percent credit against tax for such divi- 
dends in excess of the exclusion.* He esti- 
mated that these changes would increase 
revenue by $450 million a year. These 
provisions have not been in the code for 
very many years and, it may be argued, 
should be eliminated in fairness to wage 
earners and investors in assets other than 
capital stock. The Senate sought to abol- 
ish this credit in 1959 and in 1960 but 
failed in conference with the House. 


FOREIGN INCOME 


Because of the gold outflow from the 
United States and because of some feeling 
that foreign operations have been used 
for undue tax avoidance, we can expect 
some restrictive legislation in 1961. 


Foreign Subsidiaries 


President Kennedy’s tax message recom- 
mends taxing an American corporation 
currently on its share of undistributed 
income of its subsidiary corporation organ- 
ized in an economically advanced country, 
in order to remove this tax shelter and to 
reduce the outflow of dollars into compet- 
itive and advanced countries. The tax 
advantages gained through a foreign sub- 
sidiary would not be withdrawn in the 





*The usual argument for full or partial 
exemption from tax is that the same income 
has been taxed twice, once to the corporation 
and again to the shareholder when a dividend 
is paid. This is a controversial subject which 
cannot be explored here in the limited space 
available. 
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case of investment in undeveloped coun- 
tries. 


Loss on Seizure of Foreign Assets 


Although Congress has not yet provided 
legislation similar to that in the 1939 code 
for World War II losses to allow an ordi- 
nary deduction specifically for losses fol- 
lowing seizure of approximately $1 billion 
worth of property by Cuba, taxpayers 
should consider claiming such losses for 
the taxable year 1960 under Sections 165, 
166, and 1231.® Consideration should be 
given to the possibility of claiming seizure 
losses of “Section 1231 property” which 
are completely unreimbursed and unin- 
sured under Section 165 rather than un- 
der Section 1231 —that is, as ordinary 
loss rather than as capital loss. Under 
some circumstances, however, the tax- 
payer may wish to adopt a wait-and- 
watch policy before claiming the loss. The 
impact of a loss deduction on the foreign 
tax credit or the realization of taxable in- 
come upon possible future recoveries 
should be weighed. 

In Weinmann v. U.S., 278 F.2d 474 
(2d Cir.), the court held that a “casualty 
loss” or “theft loss” is not incurred by 
such seizure. However, a bill has been 
introduced into Congress which specifi- 
cally classifies Cuban confiscation losses as 
“casualty losses.” 

If the loss is not a “casualty loss,” it may 
not be deducted if the property was held 
for personal use; however, it may be de- 
ducted as a business or “nonbusiness” ex- 
pense if the property was held for the 





* Casualty losses of assets other than capital 
assets and Section 1231 assets, bad debts, and 
involuntary conversions (including seizure) of 
capital assets and Section 1231 assets, respec- 
tively. The IRS has taken the position (in 
I.T. 4086, 1952-1 Cum. Bull. 29) that seizure 
by a foreign country is not a “casualty loss,” 
however. 
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production of income. Loss on securities 
of a company whose assets were seized 
would fall under Section 165(g) rules for 
capital loss of worthless securities, pro- 
vided the securities have become com- 
pletely worthless. A corporation may take 
an ordinary loss deduction (Section 
165(g)(3)) for a United States subsid- 
iary operating in Cuba if all of its prop- 
erty has been seized, but only a capital 
loss if the subsidiary is a Cuban corpora- 
tion (Section 165(g) (1) ). 


Foreign Tax Credit 


Effective with calendar year 1961, Con- 
gress has reinstated Section 904(b), the 
“over-all” limitation on the credit against 
tax allowed for foreign income taxes paid 
or accrued. The “over-all” restriction is 
computed in the same general way as the 
“per country” limitation, except that it 
includes aggregate figures from all foreign 
countries. Under the 1939 code, both the 
“per country” and the “over-all” limita- 
tions were applied and the credit was 
restricted to the lower of the two limits. 
The present change in the law permits the 
taxpayer to elect to use either of the limi- 
tations, but a future change of election re- 
quires prior approval of the commissioner. 


Corporate Dividends Received Deduction 


The 85 percent dividend-received de- 
duction allowed to corporations has been 
restricted in the past to dividends received 
from domestic corporations. Congress 
now (in Section 243(d)) has extended 
this relief provision to dividends received 
from a foreign corporation which was 
formerly a domestic corporation, if such 
dividends are paid from earnings and 
profits accumulated during a period when 
the corporation was taxed as a domestic 
corporation. 
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Earned Income 


The President has recommended the 
full taxation of earned income of United 
States citizens who live in economically 
advanced countries. Equity will be im- 
proved by elimination of our present code 
provisions which provide for partial or 
complete tax exemption of such earned 
income. The withdrawal of this tax sub- 
sidy would not apply to the first $20,000 
of earned income of those living in under- 
developed countries, however. 


Information Returns 


Starting with calendar year 1961, Con- 
gress has increased the requirements for 
reporting information to the commissioner 
concerning the foreign operations of do- 
mestic corporations (new Section 6038; 
old Section 6038 becomes 6039). Also 
additional requirements (Section 6046) 
applicable to officers, directors, and some 
shareholders have been added in the case 
of the organization or reorganization of a 
foreign corporation. 


PARTNERSHIPS 


Major changes in the tax treatment of 
partnerships was passed by the House and 
the Senate Finance Committee in 1960 
but were victims of the year-end rush of 
business in Congress. It is predicted that 
substantial change will result from legis- 
lation in 1961. This legislation would 
simplify and clarify existing tax treatment 
of partnerships rather than introduce a 
new concept for their taxation. 


ESTATES AND TRUSTS 


A substantial overhauling of the code 
provisions on estates and trusts can be ex- 
pected in 1961; such a bill passed the 
House and the Senate Finance Committee 
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in 1960. The device of spreading income 
more thinly over many taxable entities to 
take advantage of low bracket tax rates 
and the multiplication of exemptions has 
been used effectively by grantors who have 
set up multiple trusts. One such arrange- 
ment was defeated recently by the gov- 
ernment (Boyce, 7 Am. Fed. Tax R.2d 
716). It seems likely that Congress will 
pass legislation to restrict or eliminate 
multiple trusts. 


CORPORATIONS 


It is quite likely that some significant 
changes will be considered in the code 
provisions which govern corporate forma- 
tion, distributions, and _ reorganizations. 
President Kennedy’s tax message requests 
that present tax rates be continued beyond 
June 30. Several rulings of interest have 
been handed down in the areas of partial 
corporate liquidations (Rev. Rul. 60-50, 
1960 Int. Rev. Bull. No. 6, at 23; Rev. 
Rul. 60-232, 1960 Int. Rev. Bull. No. 27, 
at 17); collapsible corporations (Rev. 
Rul. 60-68, 1960 Int. Rev. Bull. No. 20, 
at 35); and complete liquidations (Rev. 
Rul. 60-236, 1960 Int. Rev. Buil. No. 27, 
at 14; Rev. Rul. 60-262, 1960 Int. Rev. 
Bull. No. 32, at 6). 

The Treasury has ruled (Rev. Rul. 60- 
254, 1960 Int. Rev. Bull. No. 31, at 8) 
that the expenses incurred by a corpora- 
tion in issuing stock dividends are not de- 
ductible ordinary business expenses, al- 
though expenses for paying cash dividends 
are so treated. Suit has been filed by a 
taxpayer in the first test of this ruling, 
but a decision has not yet been released. 
Although this ruling has caused some con- 
cern, it does not appear to be unsound. 
If stock dividends are tax-free on the 
ground that they are capital adjustments 
and not income, it is not altogether incon- 


sistent to treat the cost of issuing such 
dividends as expenditures for capital 


purposes. 


INDIVIDUALS — PERSONAL 
Medical Expenses 


Formerly, the code required that med- 
ical expenses of all dependents be subject 
to reduction to the extent of 3 percent of 
the taxpayer’s adjusted gross income. This 
rule has been relaxed for expenses in- 
curred by the taxpayer for a dependent 
parent who is at least 65 years of age by 
the end of the taxable year. There have 
been no other changes in the 3 percent 
rule, nor any change in the 1 percent (of 
adjusted gross income) reduction in al- 
lowable medicine and drug expenses ap- 
plicable to all taxpayers. 


Estimated Tax 


Starting with calendar year 1961, an 
estimated tax return (Form 1040-ES) is 
required only at an income level higher 
than that formerly in effect. It is neces- 
sary for a taxpayer to declare his esti- 
mated tax only if his estimated gross 
income: 

(1) Exceeds $5,000 and he is single 
(and not a head of household or surviv- 
ing spouse), or married but not entitled 
to file a joint declaration; 

(2) Exceeds $10,000 and he is a head 
of household or a surviving spouse; 

(3) Exceeds $5,000 and he is married 
and entitled to file a joint declaration and 
the combined estimated gross income of 
the taxpayer and his spouse exceeds 
$10,000; or 

(4) Includes more than $200 of other 
income not subject to withholding tax. 

Notwithstanding the above tests, the 
taxpayer must file a declaration only if 
his estimated tax is $40 or more. 
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Charitable Contributions 


A taxpayer may include as a charitable 
contribution $50 for each month a non- 
dependent or nonrelative student was a 
member of his household, if he was not 
reimbursed for his expenditures. To qual- 
ify, the student must be in full-time at- 
tendance in a school in the United States, 
not above the twelfth grade, and must be 
in the taxpayer’s household pursuant to 
a written agreement between the taxpayer 
and a qualified religious, charitable, sci- 
entific, or educational organization as the 
result of a program to provide such home 
and education. 


INDIVIDUALS — EMPLOYMENT 
Gifts versus Income 


The distinction between tax-free gifts 
and taxable income has been the subject 
of recent Supreme Court decisions, but 
the distinction still is not entirely clear in 
some cases. In Commissioner v. Duber- 
stein, 363 U.S. 278, the Supreme Court 
ruled that the receipt of an automobile 
from a business friend constituted income 
to the taxpayer, who had given the 
friend a list of prospective customers. 
It was held that the intent was to com- 
pensate, even in the absence of a legal or 
moral obligation to pay. Intention is the 
crucial test, according to the Court. 

Voluntary payments to a widow (or 
other beneficiaries) of a deceased em- 
ployee are exempt from tax up to a maxi- 
mum of $5,000, under Section 101(b). 
The treatment of amounts in excess of 
$5,000 is still somewhat uncertain and is 
dependent upon the “dominant reason” 
for the payment. In 1960 (Estate of 
Mervin G. Pierpont, 35 T.C. No. 10), the 
Tax Court held that a continuation of 
salary to a widow of a deceased employee 
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was not intended as a gift and was tax- 
able to the extent that it exceeded $5,000. 

The courts applied the test of the 
“dominant reason” for the payment in the 
Duberstein and Pierpont cases and in 
some other recent cases. Deductibility of 
the payment by the payer does not deter- 
mine its taxability to the recipient, but it 
and the corporate resolution authorizing 
payment may be important in determin- 
ing the “dominant reason.” A payment 
may still be deductible by the payer even 
though it is excluded by the recipient 
(Fort Orange Paper Co., CCH Tax Ct. 
Mem. 1960-170, 1960). 

In U.S. v. Kaiser, 363 U.S. 299, the 
Supreme Court upheld the jurisdiction of 
a trial jury to decide a question of fact. 
It did not decide whether strike benefits 
received from a union by a nonmember 
were a gift or income; the jury in the 
lower court had decided they were gifts 
under the peculiar facts of this case. This 
decision did not go so far as to say that 
strike benefits, as such, are exempt income. 


Employee Travel Expenses 

The deductibility of travel expenses con- 
tinues to be a lively subject for dispute 
and a number of decisions have been 
handed down which cover different 
factual situations. The IRS and _ the 
courts have usually decided deductibility 
in terms of “temporary versus indefinite” 
employment at a site different from the 
taxpayer’s usual place of residence. In- 
definite assignments have been considered 
to create a new place of residence and to 
justify disallowance of expenses incurred. 
However, the Ninth Circuit Court (Har- 
vey v. Commissioner, 283 F.2d 491, re- 
versing 32 T.C. 1368) has not followed 
the “indefinite” rule and has adopted one 
more favorable to the taxpayer. It is 
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based upon the reasonableness of a per- 
son’s moving his family and home in the 
light of the probability of his staying for 
a long period of time at the new location. 
The IRS does not acquiesce and plans to 
follow its old position that a person is not 
in travel status unless the termination of 
his new station is foreseeable within a 
reasonably short time. (TIR-314, April 
18, 1961.) 


Expense Reimbursements 


Congress and the Treasury continue to 
show concern over abuses of expense ac- 
counts and fringe benefits. Two circuit 
courts have held that if an employee has 
the right to claim reimbursement from 
his employer, the expenses are those of the 
employer if the employer pays them. They 
may not be converted into the employee’s 
expense by his failure to claim reimburse- 
ment.’ Further, if he does not claim 
reimbursement, his employer has incurred 
no expense and cannot deduct such items 
either. 


Deferred Compensation 


The deferred-compensation doors to tax 
minimization appear to have been open- 
ing wider for some time. The biggest 
problem is to draft agreements which 
avoid having income come sufficiently 
under the control of the taxpayer to be 
considered constructively received by him 
and taxed currently, when the plan at- 
tempts postponement of taxable income 
by putting off actual receipt of cash or its 
equivalent to some time in the future. 
Rev. Rul. 60-3, 1960 Int. Rev. Bull. No. 
5, at 17, discusses several situations and 
the tax effects of the form of the com- 
pensation contract. 


*Coplon v. Commissioner, 277 F.2d 535; 
Heidt vy. Commissioner, 274 F.2d 25. 








Salesmen's Commissions 


Two recent cases in the Fifth Circuit 
resulted in taxing salesmen on “commis- 
sions” on sales to themselves instead of 
treating them as an adjustment of pur- 
chase price. In one instance it was ruled 
that a real estate salesman had taxable 
compensation income (Daehler v. Com- 
missioner, 6 Am. Fed. Tax R.2d 5082). 
A similar decision was made in the case of 
an insurance salesman (Minzer v. Com- 
missioner, 279 F.2d 338 5th Cir.). These 
decisions agree with the Third Circuit de- 
cision in Ostheimer v. U.S., 264 F.2d 789. 

The concepts of capital gains and 
capital assets are truly uncertain and 
vague. The Tax Court held (Aitken, 35 
T.C. No. 29) that a record of “expira- 
tions” built up by a retiring fire and 
casualty insurance salesman was a capital 
asset similar to trade secrets and goodwill 
and that capital gain rather than ordinary 
income resulted from its sale. 


Fringe Benefits for the Self-Employed 


The Fourth, Eighth, and Tenth Circuit 
Courts held in 1956 that meals and 
lodging furnished to partners for the con- 
venience of the partnership were not 
eligible for the exclusion from income per- 
mitted to employees under similar circum- 
stances. In 1960, the Third Circuit joined 
in holding that the employer-employee 
situation is not present and that taxable 
income does exist.** This ruling appears 
to be sound; however, an improvement 
in this fringe benefit area might be the 
removal of this income exclusion from 
employees also. 

For the past several years, the strong 
efforts made by professional organizations 
to secure for self-employed persons the 





™ Commissioner v. Robinson, 273 F.2d 503, 
cert. denied 363 U.S. 810. 
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same tax benefits that employees have for 


pension contributions and other fringe - 


benefits have not resulted in legislation. 
Bills are before Congress again this year 
to provide for exclusion of some amount 
of gross income put into a retirement plan 
by a self-employed person. In many states, 
professional people may not incorporate 
and thus may not be “employees” of their 
organizations to obtain the fringe benefits 
of “employees” permitted by law. A re- 
cent development has been legislation in 
some states which permits the incorpora- 
tion of professionals in “associations” 
equivalent to corporations.’* Although 
the matter is not yet altogether settled 
and clear, it appears that the professionals 
of some, but not all, states can get the 
advantages they want without a revision 
of the code. 

Proposed legislation would extend ad- 
vantages to all. However, it might well 
be argued that the entire situation of 
deferred-compensation plans has gotten 
out of hand and that we should reduce 
present tax advantages rather than extend 
them. One way to obtain equity and 
simplify this whole tax-avoidance area 
might be to insert into the law an “earned 
income deduction” such as we had some 
years ago. This statutory amount then 
could be exempted from taxation, leaving 
it up to the recipient to decide how he 
wanted to use it to protect his future. All 
other amounts paid to or for an employee 
(or partner) as “fringe benefits” should 
then be included in the recipient’s taxable 
income. Although this procedure would 
not solve the entire problem of deferred- 





"George E. Ray, “Corporate Tax Treat- 
ment of Medical Clinics Organized as Asso- 
ciations,” Taxes, Vol. 39, No. 2 (February, 
1961), p. 73; Elmer E. Lyon, “Action in 
Indiana on  Kinter-Type Organizations,” 


Taxes, Vol. 39, No. 3 (March, 1961), p. 266. 








QUARTERLY REVIEW OF ECONOMICS AND BUSINESS 


compensation arrangements, it might be a 
good start. 


ADMINISTRATION — MISCELLANEOUS 
Jurisdiction of Courts 


The Supreme Court reaffirmed its posi- 
tion that full payment of an assessment 
is a condition precedent to a refund suit 
in a District Court ;'* if the taxpayer does 
not pay in full, he should go to the Tax 
Court. 


Rulings of Internal Revenue Service 


The IRS continues to release a large 
volume of rulings, although it has an- 
nounced (Rev. Proc. 60-6, 1960-1 Cum. 
Bull. 880; TIR-310, 1961) that it will not 
issue advance rulings on some matters. 


Estimated Tax of Corporations 


The Treasury has ruled (Rev. Rul. 60- 
200, 1960 Int. Rev. Bull. No. 20, at 35) 
that a corporation is not subject to penalty 
if it fails to pay an instalment of estimated 
tax in the taxable year following a year 
in which it had a loss. 


Audit of Returns 


The President favors a broader review 
of tax returns by the Internal Revenue 
Service. Honest and careful taxpayers 
have a right to expect that less scrupulous 
persons will be required to pay their just 
share of taxes. Congress would do well to 
authorize funds for increasing the audit 
staff of the Internal Revenue Service to 
improve equity and increase the collection 
of government revenue. 


THE GOVERNMENT'S TAX REVISION PROGRAM 


The prospects for basic revisions in the 





" Flora v. U.S., 357 U.S. 63. 
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income tax law in the direction of broad- 
ening the tax base and of removing in- 
equitable provisions appear to be brighter 
than usual, although one would have to 
be unusually optimistic to expect great 
accomplishment in the way of a compre- 
hensive change in the fundamentals. The 
following well-known persons who advo- 
cate basic reforms are in some of the 
most influential spots in the present ad- 
ministration: Douglas Dillon, Secretary 
of the Treasury; Stanley Surrey,’* Assist- 
ant Secretary of the Treasury for tax 
policy; Mortimer Caplin, Commissioner 
of Internal Revenue; and Walter Heller, 
President’s Council of Economic Advisers. 

These men are representative of a 
school of thought which advocates, in 
general: 

(1) A tightening up or elimination of 
deductions for percentage depletion, local 
sales taxes, and personal expenses (such 
as interest and taxes). 

(2) A reduction or elimination of the 
exclusion of income, such as dividends 
exclusion and credit, sick pay exclusion, 
retirement income credit, social security 
payments, interest on bonds of states and 
their local subdivisions. 

(3) A tightening up of the treatment 
of capital gains and losses, including a 
redefinition of “long-term,” elimination of 
the 25 percent alternative tax treatment, 
stricter interpretation of the assets and 
transactions which qualify, and ordinary 
income treatment instead of capital gains 
treatment (under Section 1231) for gains 
on the disposition of depreciable property 
to the extent of depreciation allowances 
taken prior to disposition. 





“For some of his views, see “The Congress 
and the Tax Lobbyist—-How Special Tax 
Provisions Get Enacted,” Harvard Law Review, 
Vol. 70, No. 7 (May, 1957), pp. 1145-82. 


(4) An improvement of administration 
by withholding taxes on interest and 
dividends, increasing the audit staff of 
the IRS, and stronger enforcement. 

(5) Relief through a more widespread 
use of “averaging” of incomes and deduc- 
tions, reduction in tax rates in all income 
brackets, and liberalization of the rules for 
depreciation. 

(6) A thorough overhaul of the code, 
based upon a long-range study by a com- 
mission of experts, and not just an annual 
crop of patches on the crazy-quilt we now 
have. 

On April 20, President Kennedy sent 
his tax program message to Congress. It 
is his intent to postpone tax reductions, 
encourage business to improve production 
facilities, create employment, tighten up 
on abuses of business expense deductions 
and failure to report dividend and inter- 
est income, impede the outflow of dollars 
from the United States, and make a start 
on tax reform. His proposals, some of 
which have been discussed earlier in this 
article, include withholding of tax on 
interest and dividends, discouragement of 
investments in industries in foreign coun- 
tries which compete with our own, a 
subsidy to business to encourage expan- 
sion and modernization of facilities, re- 
moval of the inequitable exclusion of 
earned income from foreign sources en- 
joyed by some United States citizens, re- 
moval of the dividends exclusion ($50) 
and dividends-received credit against tax 


(4 percent), postponement of reduction 


in the excise tax and corporate tax rates 
scheduled for June 30, increase in the tax 
on gasoline and jet fuels, and an increase 
in the audit and review of tax returns. 
The President estimated that the pro- 
vision for encouraging investment in busi- 
ness facilities would cost about $1.7 
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billion a year in revenues but that it 
would be offset by revenue increases ex- 
pected to result from his other proposals. 
Fairness and the welfare of our self- 
assessment tax system demand that the 
inequities and undue burdens of the law 
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be removed. In my opinion, a good start 
down the road toward a sound and equi- 
table law will be made if most of the 
Administration’s suggestions are adopted 
by Congress in amending the Internal 
Revenue Code. 
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Notes and Communications 


United States Foreign Travel and the Gold Crisis 


Perhaps few other international economic 
developments have excited more comment 
and concern in the United States than the 
recent deterioration in the United States 
balance of international payments, exem- 
plified by heavy net annual outflows of 
gold. Failure to mitigate this condition 
appreciably is likely to embarrass the 
United States further. Inhibitions upon 
domestic monetary and fiscal policies and 
disruptions of orderly foreign trade and 
investment prompted by recurrent devalu- 
ation rumors are disquietingly possible.’ 
Consequently, proposals designed to re- 
duce outpayments or increase receipts in 
various balance-of-payments sectors war- 
rant consideration. 

This paper is concerned in general with 
developments in our international tourism, 
and specifically with the contribution that 
rising foreign travel expenditures in the 
United States could make to an improve- 
ment of our balance-of-payments position. 
Despite its heavy quantitative significance 
(our deficit on international travel ac- 
count in 1960 was more than one-quarter 
of the total payments deficit), this area 
has been largely ignored.? 


THE HISTORICAL BALANCE 
ON U.S. TRAVEL ACCOUNT 


Official United States estimates of an- 


*The frenzied gyrations of the overseas free 
gold markets in October, 1960, are illustrative. 


nual expenditures and receipts on travel 
account are available only since 1919.* In 
every year since 1919, payments to foreign 
countries have exceeded receipts. Foreign 
travel has always been popular with 
Americans. The Great Depression and 
World War II temporarily halted the 
steadily rising volume of United States 
dollar outlays on tourism abroad. Post- 
war prosperity and improved travel facili- 
ties have produced successively higher 
annual aggregate outlays and a growth in 
deficits on international travel account 
from just over one-third of a billion dol- 
lars in 1949 to more than $1 billion in 
1959.* This is reflected in Table 1. 
The three postwar recessions in the 
United States seem to have inhibited 





*A notable exception has been the inquiry 
directed by Senator Warren G. Magnuson, 
chairman of the Interstate and Foreign Com- 
merce Committee. See United States Senate, 
Committee on Interstate and Foreign Com- 
merce, Foreign Commerce Study — Interna- 
tional Travel, Hearings before the Committee 
on Interstate and Foreign Commerce, 86th 
Cong., 2nd Sess., 1960. 

*U.S. Department of Commerce, Office of 
Business Economics, Balance of Payments of 
the United States 1919-1953, Supplement to 
the Survey of Current Business (Washington: 
U.S. Government Printing Office, 1954), pp. 
4-5. 

“A slight discount in these deficits is war- 
ranted since many Americans traveling abroad 
use hotels which are subsidiaries owned by 
United States firms. Consequently, a portion of 
their accommodation expenditures are remitted 
to the United States. See Survey of Current 
Business, June, 1960, p. 24. 
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Table 1 
U.S. BALANCE ON INTERNATIONAL TRAVEL ACCOUNT, 
1949-59 


(Millions of dollars) 





US. Foreign 





expendi- expendi- poe 
tures* tures” en 

1949 $ 805 $445 $ 360 
1950 899 466 433 
1951 889 523 366 
1952 1,012 613 399 
1953 1,108 631 477 
1954 1,192 655 537 
1955 1,354 717 637 
1956 1,513 768 745 
1957 1,633 869 764 
1958 1,780 914 866 
1959 1,992 990 1,002 





* Fares paid to foreign carriers —~ 

» Fares - to U.S. ig i 

Sources: 1949-58, U.S. Senate, Committee on Inter- 
state and Foreign Commerce, Interim Report to the 
Committee on mt 000, and Foreign Commerce, 86th 

g., 2nd Sess. 22; 1959, Survey of Current 
Business, June, ibe P39. 


American external travel not at all, 
prompting the conclusion that United 
States international tourism is “recession- 
proof but not depression-proof.”® Nor 
have turbulent political developments 
abroad dampened appreciably the Ameri- 
can ardor for foreign travel, although 
trouble spots are usually by-passed. 


FACTORS INFLUENCING FOREIGN TRAVEL 


Most people are willing to travel. 
Americans have been singularly well 
equipped to consummate such desires. 
The postwar performances in the vari- 
ables influencing the ability to travel have 
been as remarkable as they have — in 
most cases— been obvious: high and 
rising levels of personal disposable income, 
longer paid vacations, and a minor revo- 





*“Our $2 Billion Wanderlust,” Federal Re- 
serve Bank of Philadelphia, Business Review, 
December, 1959, p. 4. 


lution in the means of travel combined 
with appropriate expansion of housing 
facilities in the countries visited. 

More significant than disposable income 
levels taken alone has been the ratio of 
United States foreign travel expenditures 
to disposable personal income. On an 
annual basis, this ratio has been increas- 
ing steadily since 1951, and in 1958 was 
just under seven-tenths of 1 percent.® This 
value, however, falls short of those re- 
corded in each of the years 1927-32, al- 
though even in the peak year, 1929, the 
ratio was less than nine-tenths of 1 per- 
cent.’ But the trend is very pronounced: 
more Americans from virtually all income 
classes are going abroad each year and are 
spending more dollars in the process. 

With disposable personal income cur- 
rently running at an annual rate of about 
$350 billion, total external United States 
travel expenditures of $3 billion and more 
are inevitable within a few years. Unless 
foreign travel spending in the United 
States grows at a faster rate, annual travel 
deficits approaching $3 billion are highly 
probable by 1969. This forecast assumes 
a continuation of the approximately two- 
to-one ratio of expenditures to receipts 
which tripled the United States deficit on 
travel account between 1949 and 1960. 
The presumption here is that the United 
States will take no official measures to 
restrict severely the travel spending of its 
nationals.*® 





*U.S. Department of Commerce, Bureau of 
Foreign Commerce, United States Participation 
in International Travel (Washington: U.S. 
Government Printing Office, 1959), p. 5. 

"Computed from data in U.S. Department 
of Commerce, Bureau of Foreign Commerce, 
Survey of International Travel (Washington: 
U.S. Government Printing Office, 1956), p. 4. 

*The recent proposal by President Kennedy 
calling for the reduction from $500 to $100 in 
the duty-free allowance on foreign goods 





THE DIRECTION OF U.S. FOREIGN TRAVEL 


The most striking recent development 
here has been the gain by Europe largely 
at the expense of Canada in the relative 
shares of United States foreign travel out- 
lays. During the 1920’s, Europe and the 
Mediterranean took about 45 percent of 
such spending, excluding transportation, 
with steady erosion during the econom- 
ically and politically distressed 1930’s and 
1940’s.° By 1947, the share was down to 
less than one-fifth, but succeeding years 
recorded almost uninterrupted improve- 
ment so that almost two-fifths of total 
spending in 1959 was done in that area. 

Overseas travel by Americans to all 
areas increased from about one-third in 
the early postwar years to substantially 
more than one-half in 1959. For balance- 
of-payments purposes it is a matter of 
indifference whether United States travel 
spending is done overseas or on this con- 
tinent, but the experience reflects the 
successful promotion by overseas countries 
in attracting American tourists. As such, 
it provides a useful object lesson for the 
United States. 


EXPENDITURES OF FOREIGN VISITORS 
TO THE U.S. 


Most of the visitors to the United States 
are tourists, i.e., they travel for pleasure, 
which is usually intensified by purchases 
of various American products. Visitors on 





brought home by United States travelers can 
be dismissed as a mere gesture of austerity. It 
suffers, in addition, from its markedly protec- 
tionist character. Even if realized, the expected 
reduction of $50 million to $100 million in 
United States foreign travel spending is an 
extremely small percentage of the total. Bar- 
gain hunting or prestigious shopping is de- 
cidedly subordinate to tourism. Only by limit- 
ing the actual number of Americans going 
abroad could significant reductions be effected. 
* Survey of International Travel, p. 7. 
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business and persons in transit come in 
roughly equal proportion, considerably 
ahead of students. 

Outlays made by foreigners traveling in 
the United States, excluding transporta- 
tion, rose sharply during the middle 
1920’s, reached a prewar high-water mark 
in 1929, ebbed markedly in the early 
1930’s, and recorded a notable recovery 
in the latter part of that decade.’® This 
recovery, interrupted by World War II, 
was resumed in 1944. Most of the ex- 
ternal travel expenditures made here come 
not from overseas residents but from 
Canadians and Mexicans. Together they 
have accounted for two-thirds and more 
of total travel receipts. 

Relative share changes in foreign travel 
spending here have been slight thus far. 
However, there have been uninterrupted 
annual increases in absolute value since 
1949. This is encouraging. What is needed 
is a reduction in the United States deficit 
on travel account effected by expanding 
receipts, not by reducing expenditures. 
Although a drastic constriction of Ameri- 
can tourist spending would brighten our 
over-all payments picture, restrictions anti- 
thetical to our national policy of liberal- 
izing trade would be required."* In addi- 
tion, such measures would vitiate efforts 
by friendly governments to attract Ameri- 
can tourists. 


THE DOLLAR SHORTAGE AND FOREIGN TRAVEL 


From Marshall Plan to International 
Cooperation Administration, the United 
States has urged and supported tourist 





* Ibid., p. 40. 
" The protectionist nature of President Ken- 
nedy’s proposal to reduce the duty-free 


allowance has been noted in a previous footnote. 
Its adoption would tend to undermine the 
effectiveness of any expanded effort to attract 
more foreign visitors to the United States. 
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development programs abroad. Hundreds 
of millions of dollars of counterpart funds 
used directly or loaned for the construc- 
tion, improvement, or expansion of tourist 
facilities reaped bountiful harvests of 
American dollars, contributing mightily to 
easing Western Europe’s payments posi- 
tion vis-a-vis the “hard currency” areas. 
The comparatively few reports or refer- 
ences dealing with international travel 
consistently stressed the economic gains to 
be derived from attracting American 
tourists.” 

In view of our exceedingly strong bal- 
ance-of-payments position during the 
decade or so following the end of World 
War II, measures to promote the flow of 
dollars abroad were quite appropriate. 
Their contribution to economic recovery 
is widely acknowledged. The extent of 
this overseas economic progress — dis- 
guised for a time by the consequences of 
the Suez Canal crisis—was forcefully 
revealed in 1958. In that year, the net 
gold outflow from the United States was 
a spectacular $2,275 million. The same 
year produced a report on international 
travel which has been less influential than 
it should have been in shaping official 
United States policy. 


THE RANDALL REPORT 
ON INTERNATIONAL TRAVEL 


The report, popularly known as the 
"See National Association of Manufacturers, 
Foreign Travel: Dollar Earner for Foreign 
Countries (New York: January, 1951). The 
1954 Randall Commission emphasized that “in- 
creased travel abroad by Americans can make a 
substantial contribution over a period of time 
to increasing the dollar earnings of foreign 
countries.” Commission on Foreign Economic 
Policy, Report to the President and the Con- 
gress (Washington: U.S. Government Printing 
Office, 1954), p. 71. 


Randall Report on International Travel,"* 
effectively exposes the economic aspects 
of foreign travel. Not only does it recite 
the obvious benefits of tourism to the 
transportation, hotel, and restaurant in- 
dustries, but it demonstrates how tourist 
expenditures permeate almost the entire 
economy. Not the least of these benefits 
is the high labor content involved. The 
report concluded that “international travel 
is big business and a superlative foreign 
exchange earner . . .” and “On economic 
considerations alone, international travel 
merits strong support from our Govern- 
ment.””** 

What form this support should take is 
indicated by the recommendations sub- 
mitted by Mr. Randall to facilitate the 
international exchange of visitors. In gen- 
eral, these took the form of specific and 
highly constructive suggestions designed 
to expand and improve transportation 
and hotel facilities, liberalize customs and 
currency controls, facilitate the acquisition 
and extend the life of passports and visas, 
and eliminate or minimize taxes on tour- 
ism. As a by-product of their implemen- 
tation, Mr. Randall envisioned expanded 
foreign travel to the United States. The 
report, however, was still heavily “dollar- 
shortage” oriented. This is demonstrated 
by the recommendations suggesting the 
proper scope of United States government 
organization and activities in this area.” 





* C. B. Randall, International Travel, Report 
to the President of the United States, House 
Document 381, 85th Cong., 2nd Sess., 1958. 

* Ibid., p. 2. 

* These included establishing a separate U.S. 
Travel Office directly under the Assistant Sec- 
retary of Commerce for International Affairs; 
providing at least $250,000 to operate the travel 
office; utilizing Information Agency and State 
Department field offices for promotion; operat- 
ing the office as a research and statistical center 
servicing the travel industry in much the same 
manner as the Commerce Department serves 
other industries. Ibid., pp. 8-9. 





However imperfectly these recommenda- 
tions have been implemented, it is doubt- 
ful that their adoption intact— admittedly 
highly essential— could contribute sub- 
stantially to a reduction in our travel 
deficits. Despite such felicitous factors as 
high and rising incomes abroad and few, 
if any, restrictions on external. travel 
spending, particularly in Western Europe, 
we cannot anticipate a rising stream of 
tourists to the United States in the ab- 
sence of imaginative and concentrated 
promotional programs. These, in turn, 
require enlarged promotional outlays. 


THE EXTENT OF GOVERNMENT PARTICIPATION 


A striking feature of our international 
travel policy is the nominal financial par- 
ticipation of the government in promoting 
travel to the United States. Private en- 
terprise spends an estimated $50 million 
a year to promote international travel in 
the United States and abroad.** By con- 
trast, travel industry estimates place the 
United States, with government outlays 
of about $75,000 a year, within the cate- 
gory of minor promoters, sandwiched be- 
tween Singapore and the Island of Cy- 
prus.*’ Major promoters, headed by Great 
Britain and France, spend more than $2 
million annually. 

Almost all of the current United States 
travel budget is consumed by salaries for 
the travel staff personnel, so that nothing 
is spent directly to promote or advertise 
foreign travel here. Some token govern- 
ment effort to attract foreign visitors was 
made in the feeble “Visit U.S.A. 1960” 
campaign. Despite President Eisenhower’s 
endorsement, few federal resources and 
virtually no government outlays were ap- 





* Ibid., p. 6. 
"Foreign Commerce Study — International 
Travel, p. 46. 


NOTES AND COMMUNICATIONS 111 


plied. Perversely, the budget of the In- 
ternational Travel Office was cut by 40 
percent in 1960. In the judgment of 
travel authorities, the campaign was “a 
dismal failure.”’* While visa restrictions 
of the sort deplored by the Randall Re- 
port helped undermine the campaign, 
failure to supplement it with active gov- 
ernment support was probably more 
decisive. 

Evidence strongly suggests that foreign 
travel is directly related to advertising 
and promotion expenditures.’ In 1959, 
American (primarily passenger carriers) 
and foreign outlays for travel advertising 
in United States newspapers, magazines, 
radio, and television aggregated about 
$100 million, with an increase of at least 
15 percent anticipated in 1960.7° In a 
recent appearance before a Senate Com- 
mittee, the head of a New York adver- 
tising agency handling advertising for the 
British Travel Association and the Com- 
monwealth of Puerto Rico cited the im- 
pressive growth of American tourist ex- 
penditures in the two areas concerned.”* 
He went on to outline an advertising 
program to attract foreign visitors to the 
United States which could be used in 
fourteen European countries at an annual 
cost of approximately $2 million. 

Other testimony by various spokesmen 
for different American private carrier as- 
sociations produced equally enthusiastic 
anticipations of dollar benefits possible 
from a government-coordinated program 





"Horace Sutton, “Why They Don’t Visit 
the USA,” Saturday Review, October 15, 1960, 
p. 48. 

* “Travel Boom Builds; So Does Ad Spend- 
ing,” Advertising Week, April 15, 1960, pp. 11- 
12. 

* Ibid., p. 11. 

™ See statement by David Ogilvy, president, 
Ogilvy, Benson, & Mather, Inc., New York, in 
Foreign Commerce Study — International 
Travel, pp. 90-93. 
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to promote travel in the United States 
and to establish United States travel 
offices abroad, particularly in Europe and 
Latin America. The justification for such 
a degree of government participation 
centers around an Office of International 
Travel of stature, suitably financed.*? 
While a certain amount of this enthu- 
siasm can be discounted, it appears rea- 
sonable to assume that an enlarged gov- 
ernment role along the lines suggested 
can operate to lessen significantly our 
deficit on international travel account. 
This would tend to mitigate gold losses 
by curtailing residual dollar claims. Such 
an improvement in our over-all balance 
of payments would clearly be in the na- 
tional interest. 

Legislative proposals to adopt such a 
program, supported by Senators Warren 
G. Magnuson, Democrat of Washington, 
and Jacob K. Javits, Republican of New 





"This agency would have the authority 
(1) to obtain the advertising and promotional 
services and counsel needed to prepare and 
coordinate an over-all program within which 
private carriers and related industries could 
expand particular promotional ventures and 
(2) to establish branch travel offices overseas 
to implement this concerted effort and facilitate 
the arrangements required for foreigners to 
visit the United States. 


York, were passed by the Senate during 
the last session but expired in a House 
committee. In his February, 1961, mes- 
sage to Congress on the United States 
balance of payments, President Kennedy 
strongly endorsed this program, enhancing 
greatly its prospects for adoption in the 
current Congress.** The proposed legisla- 
tion envisages annual government travel 
promotion outlays of about $5 million. A 
Senate committee study group reported 
that such an annual expenditure “. . . over 
a reasonable period, might be expected to 
boost foreign spending in the U.S. as 
much as $500 million.”** Realization of 
such expectations would not only more 
than pay for the program but, coupled 
with higher and complementary private 
outlays, make a noteworthy contribution 
to narrowing the travel deficit and im- 
proving our over-all balance-of-payments 
situation. 

Josepu F. Tavarico* 








* Two days later, the program was approved 

by the Senate Commerce Committee. New 
York Times, February 9, 1961, p. 24. 

*U.S. Senate, Committee on Interstate and 
Foreign Commerce, Interim Report to the Com- 
mittee on Interstate and Foreign Commerce, 
86th Cong., 2nd Sess., 1960, p. 23. 

* Mr. Talarico is assistant professor of eco- 
nomics at Rutgers State University. 
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Foreign Aid: Theory and Practice in Southern 
Asia. By Charles Wolf, Jr. (Princeton: Prince- 
ton University Press, 1960. Pp. xix, 442. 
$7.50) 

This volume consists of two sections: a 
historical analysis of United States aid to 
the countries of South and East Asia in 
the postwar years and a theoretical anal- 
ysis of the relation of foreign aid to foreign 
policy. The first study provides a back- 
ground for the second, but most of the 
latter is quite general and would apply 
equally to other parts of the world. 

The first section (Parts I and II) traces 
the evolution of American assistance to 
Asia from its inception in the China Aid 
program through the large build-up dur- 
ing the Korean War, Point Four, and the 
various Mutual Security Programs. The 
author tries to determine the true objec- 
tives sought under the various titles of 
the aid programs, the weights given to 
political and military objectives, and the 
consistency of ends and means. Through- 
out the period, we see successive adminis- 
trations groping to formulate workable 
principles in a new field of foreign policy, 
subject to the often-conflicting criteria 
used by Congress in its annual review of 
the aid appropriations. After 1954, the 
area of Southern Asia emerged as the larg- 
est recipient of American aid. The present 
study therefore covers some of the most 
difficult and important questions concern- 
ing foreign assistance. 

In the remainder of his book, Mr. Wolf 


analyzes the relationship between eco- 
nomic and military aid and foreign policy 
objectives. He rejects both economic gain 
to the United States and humanitarian 
interest as generally valid objectives and 
stresses the building of political strength 
and stability in the recipient countries as 
the most important aim. In the most in- 
teresting part of the book (Chapter 8), he 
tries to develop a formal model of the 
relationship between economic conditions 
and political behavior, which can serve as 
a basis for allocating aid among countries. 
Political vulnerability is assumed to be in- 
creased by rising economic aspirations and 
reduced by rising living standards and by 
expectations of further rises. From these 
general assumptions, Wolf derives an em- 
pirical approximation to a “vulnerability 
function” that contains eight measurable 
quantities (e.g., literacy, educational ex- 
penditure, consumption, wage level, land 
ownership). Despite the difficulty of get- 
ting estimates of many of the relevant 
variables, Wolf tests the value of his vul- 
nerability index as a predictor of the vot- 
ing strength of the left-wing parties in 
India’s 1951-52 elections. He finds a 
significant correlation between the value 
of the combined index and the percentage 
of the vote received by the left-wing 
parties, but the merits of this particular 
formulation of the index in comparison 
with other alternatives are not investi- 
gated. 
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Although the presentation of these 
politico-economic relations is perhaps 
overly formal, Wolf succeeds in focusing 
attention on one of the basic issues of aid 
allocation. Should we follow an economic 
productivity criterion in distributing aid — 
i.e., try to maximize the increase in na- 
tional income or some other economic 
magnitude — or should we follow a purely 
political criterion such as vulnerability or 
stability? In Wolf’s formulation, it is the 
“political return” to the United States that 
is to be maximized. The latter is meas- 
ured in each country by the product of an 
economic productivity measure and a vul- 
nerability measure. In other words, a 
country with high political vulnerability 
but low efficiency of use of aid (e.g., Laos) 
should receive much more aid per capita 
than a country with higher productivity 
but lower vulnerability (e.g., India). Fol- 
lowing the logic of marginal analysis, the 
optimum allocation is (in theory) that 
which equalizes the marginal political re- 
turn of a dollar of aid to each country. 

While Wolf is surely right to reject a 
purely economic test of the allocation of 
aid, he fails to consider some of the diffi- 
culties involved in the particular political 
approach that he suggests. A country will 
receive aid from the United States in pro- 
portion to (1) its economic efficiency in 
using the aid and (2) its political weak- 
ness. Governments that are thought to be 
vulnerable often exploit this fact in cynical 
fashion, while more productive but more 
stable countries feel aggrieved at receiving 
less aid for this reason. In the long run, 
allocating aid according to this formula 
for maximum political return might create 
other problems that are not foreseen in 
this approach. 

Although Wolf’s attempt to apply the 
economist’s logic of welfare maximization 
to the complex political problems of 
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foreign aid is likely to impress some read- 
ers as being excessively formal, the effort 
is generally to be commended. No very 
startling results emerge from the analysis, 
but some clarification of thought is un- 
doubtedly achieved by his “heuristic 
models.” Mr. Wolf has written a provoca- 
tive book for anyone interested in the more 
technical aspects of military and economic 
aid and foreign policy. 


Ho.uts B. CHENERY 
Stanford University 


Principles of Public Utility Rates. By James 
C. Bonbright (New York: Columbia Univer- 
sity Press, 1961. Pp. xii, 433. $10.00) 

This volume is a study of what consti- 
tute “reasonable” and “not unduly dis- 
criminatory” rates in the so-called public 
utility industries, including railroads. The 
author, having written extensively on par- 
ticular aspects of this subject, now under- 
takes to survey the subject in a more 
comprehensive manner. “But the survey 
is not a descriptive treatise on public utility 
rates or rate regulation. Instead, it is 
designed to complement the existing trea- 
tises by centering attention on the basic 
criteria of reasonable rates rather than on 
the many problems of application and ad- 
ministration” (p. vii). A further objective 
of the author is “to make some contribu- 
tion toward bridging the wide gap which 
unfortunately exists in this country be- 
tween the thinking of the academic econ- 
omists and that of the actual rate makers 
and rate regulators with respect to the 
goals of rate-making policy” (p. vii). Ac- 
cordingly, he undertakes to present the 
subject in terms understandable by non- 
academic readers and to recognize that 
rate-making practice must take into ac- 
count considerations foreign to abstract 
utility rate theory. 





\e 





Part I, comprising nine chapters, is de- 
voted to the general topic of basic stand- 
ards of reasonable rates. The analysis 
begins with the proposition that public 
utility rates serve four primary functions: 
the production-motivation or capital- 
attraction function, the efficiency-incentive 
function, the demand-control or consumer- 
rationing function, and the income- 


distributive function. The major theme of . 


the book is said to be that a system of rates 
designed to perform any one of these func- 
tions is unlikely also to be the best that 
could be designed to perform any of the 
others, and that, therefore, sound rate- 
making policy must be to a substantial 
extent a policy of reasonable compromise 
among partly conflicting objectives. There 
follow chapters on cost of service and 
value of service as measures of reasonable 
rates, competitive price as a norm of rate 
regulation, and so-called “social princi- 
ples” of rate making. With regard to the 
last-named topic, Professor Bonbright con- 
cludes that there is a “rebuttable pre- 
sumption in favor of so-called ‘business 
principles’ of rate making,’ as against 
ability-to-pay, diffusion-of-benefits, and 
other “social” principles (p. 120). A chap- 
ter entitled “Fairness versus Functional 
Efficiency as Objectives of Rate-Making 
Policy” considers what Professor Bonbright 
classifies as good-faith standards, income- 
distributive standards, and notional-equal- 
ity standards. The conclusion is reached 
that the proper role of fairness standards 
in rate determination, “though essential, 
should be a subordinate one, that con- 
siderations of fairness or equity, when call- 
ing for separate recognition, must be 
regarded as restraints against the unquali- 
fied acceptance of general principles of 
rate making based on considerations of 
maximum economic or social efficiency” 
(p. 134). 
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Following the pattern of treatises on 
public utilities, Part II is concerned with 
problems of the rate level, or level of earn- 
ings, and Part III with the rate structure. 
The former deals with the usual topics: 
fair value, actual cost, reproduction cost, 
depreciation, and rate of return. In dis- 
cussing these topics Professor Bonbright 
emphasizes that since public utility rates 
serve multiple and partially conflicting 
functions there are also multiple and par- 
tially conflicting criteria to be considered 
in determining the reasonableness of both 
rate levels and rate structures. Thus, while 
the capital-attraction criterion is of pri- 
mary importance in determining the rea- 
sonableness of rate levels, consideration 
must also be given to the management- 
efficiency criterion, the criterion of rate- 
level stability, the consumer-rationing 
criterion, and the criterion of fairness to 
investors. Professor Bonbright favors the 
use of an actual-cost rate base on the 
ground of its superior administrative fea- 
sibility and greater effectiveness in credit 
maintenance, and because of the “dubi- 
ous” theoretical advantage of the alter- 
native reproduction-cost base. Unlike 
Professor Walter Morton and others, he 
does not consider as self-evident the fair- 
ness of an automatic adjustment of the 
return on public utility common stock to 
compensate for inflation. Rather, he feels 
that “the fairness issue is a close one” but 
that the device is nevertheless well worth 
trying out on a limited basis in a number 
of jurisdictions (p. 274). If the experi- 
ment is tried he favors applying the adjust- 
ment to the common-stock equity in the 
rate base rather than to the rate of return 
and using the Bureau of Labor Statistics 
index of consumer prices rather than an 
index of construction costs or of wholesale 
prices. He concludes the discussion of 
rate-level determination with the comment 
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that the differences in policy among the 
various jurisdictions are not based on text- 
book distinctions between actual-cost and 
reproduction-cost principles of rate-level 
determination; that 

On the contrary, all the commissions ad- 
minister, with more or less efficiency or laxity, 
versions of, or minor deviations from, an 
actual-cost or sunk-cost standard of reasonable 
utility rates. True, there are important, per- 
haps critical, differences in administration. 
But these are not basic differences in the 
theory of “reasonable” or “optimum” rates. 
They lie rather in different degrees of liberal- 
ity in the rates of return that companies are 
allowed to enjoy on their actual capital in- 
vestment; in the differences between pains- 
taking and lax application of the requirements 
that rates must be reasonable; in the extent 
to which the legally imposed rules of rate-base 
determination place a burden on effective and 
expeditious rate regulation; and in the degree 
to which and manner by which allowance is 
made for price inflation in the determination 
of a company’s current revenue requirements. 
(p. 283. Italics in original. ) 

As indicated above, Part III considers 
problems of the rate structure. In an 
introductory discussion the author points 
out that among the various possible ob- 
jectives which may govern the establish- 
ment of a rate structure, “three may be 
called primary, not only because of their 
widespread acceptance but also because 
most of the more detailed criteria are 
ancillary thereto” (p. 292). These he 
refers to as the revenue-requirement or 
financial-need objective, the fair-cost- 
apportionment objective, and the 
optimum-use or consumer-rationing objec- 
tive. There follow chapters dealing with 
the role of marginal cost, fully distributed 
cost, and discrimination, respectively, in 
establishing a rate structure reflecting 
these objectives. Professor Bonbright 
holds that, in general, long-run rather 
than short-run marginal cost is the ap- 
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propriate standard for setting minimum 
rates; however, “Short-run, marginal costs 
should not be ignored. But they should 
be used with caution, and with special 
warnings of the liability of rates based 
thereon to cancellation or revision on short 
notice” (p. 336). He attaches little sig- 
nificance to fully distributed costs, point- 
ing out that “the really important analyses 
are not those which attempt to apportion 
total capital and operating costs among 
the different classes or units of service” 
but the analyses “designed to disclose 
differential, or incremental, or marginal, 
or escapable costs — costs which are not 
ordinarily derivable from total costs and 
which cannot be added together so as to 
equal this total” (p. 368). Finally, he rec- 
ognizes that complete avoidance of a dis- 
criminatory rate structure is impossible 
when, as is ordinarily the case, rates in 
the aggregate are above marginal cost, and 
suggests standards for minimizing the ob- 
jectionable effects of such a rate structure. 
A concluding chapter is devoted to a 
critique of the Hotelling marginal-cost 
pricing proposal. 

In the reviewer’s opinion, this volume 
accomplishes very satisfactorily its an- 
nounced objective, i.e., bridging the gap 
between the thinking of academic econ- 
omists and actual rate-makers and regu- 
lators with respect to the goals of rate- 
making policy. But while it is addressed 
specifically to those concerned with the 
problems of the transportation and public 
utility industries, it is in reality a study 
in applied welfare economics, and as such 
should be of interest to a wider clientele. 
As might be expected, the volume is char- 
acterized throughout by penetrating in- 
sights, balanced and mature judgment, 
and clear and logical exposition. It is a 
fitting climax to the career of one of our 








most distinguished students of the trans- 
portation and public utility industries. 


Rosert W. HarBESON 


University of Illinois 


Personal Deductions in the Federal Income 
Tax. By C. Harry Kahn (Princeton: Prince- 
ton University Press for the National Bureau 
of Economic Research, 1960. Pp. xxx, 237. 
$5.00) 

This excellent monograph is one of 
several studies of personal income taxation 
being made by the National Bureau of 
Economic Research. C. Harry Kahn de- 
scribes the trends of personal exemptions 
and personal deductions which make up 
almost the entire gap between adjusted 
gross income and the base of the individual 
income tax. Then he presents a detailed 
analysis of the four major personal deduc- 
tions — philanthropic contributions, non- 
business tax payments, personal interest 
payments, and medical expenses. He ex- 
amines the relation of these deductions 
to the yield, to the effective rate, and to the 
built-in flexibility of the tax, as well as to 
the broader economic problems of govern- 
ment expeditures, the distribution of tax 
burdens, and the allocation of resources. 

The student of taxation will find here 
a valuable collection of statistical informa- 
tion. The chief statistical source is Statis- 
tics of Income. The data on deductions, 
adjusted where necessary for comparabil- 
ity, are presented both as time series and 
by income classes in numerous helpful 
tables and charts. The statistical material 
is well integrated with the analysis in the 
text. 

In reporting the somewhat haphazard 
development of the system of personal de- 
ductions, Kahn explains the decisions of 
legislators as growing occasionally from a 
confusion of business with personal ex- 
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penses, but more often from their desire 
to make the tax more equitable (for ex- 
ample by the medical deduction) or to use 
the tax as an incentive to greater private 
expenditures (for example by allowing the 
deduction of charitable contributions). 
The reader is cautioned, however, against 
believing the tax rebate for contributions 
to be only a substitute for government ex- 
penditures without first asking to what 
extent the contributions depend on the 
deduction and to what extent they are 
distributed to meet public needs. 

Before examining separately the major 
deductions, Kahn draws some conclusions 
regarding personal deductions in the ag- 
gregate. He shows that personal deduc- 
tions, although still less than one-half as 
great as personal exemptions, have in- 
creased since 1918 both in amount and 
relative to exemptions and to adjusted 
gross income (Tables 2 and 3, pp. 20 and 
24). But the percentage of income freed 
from taxation by exemptions and personal 
deductions together has declined. Before 
World War II, personal deductions as a 
percentage of income on taxable returns 
rose as income rose; now the deductions 
tend to follow a U-shaped curve declining 
until the income class from $25,000 to 
$50,000 is reached and then rising again 
with income (p. 45). An estimate for 
1953 shows that the tax yield was hardly 
more than three-fourths what it would 
have been with the same rate structure 
and no personal deductions (Table 6, p. 
29). The author demonstrates that per- 
sonal deductions tend to reduce the pro- 
gressiveness of the effective rate — unlike 
personal exemptions which make the tax 
more progressive (p. 28). 

The inauguration of the standard de- 
duction, while adding to the convenience 
of the taxpayer, has concealed the dis- 
tribution of the personal deductions of 
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most taxpayers. This study shows that the 
relative use of the standard deduction has 
declined. In 1944, the standard deduction 
was used on 82 percent of all returns and 
accounted for 63 percent of personal de- 
ductions on taxable returns, but by 1956 
it was used by only 69 percent of those 
filing returns and accounted for only 37 
percent of personal deductions on taxable 
returns (pp. 163-65). Kahn attributes the 
increased use of itemized deductions dur- 
ing the years since the war to rising 
incomes combined with a growth in allow- 
able deductions. He observes that many 
low-income taxpayers who could reduce 
their taxes by itemizing deductions fail to 
do so, probably because they prefer con- 
venience to the effort of itemizing their 
expenditures (pp. 167-69). But one might 
ask whether it is not more a question of 
the ignorance of the taxpayer than his 
unwillingness to spend time and effort in 
order to save money. 

This book supplies important informa- 
tion for anyone concerned with tax policy. 
The full explanation given of the sources 
and adaptation of the statistics together 
with their interpretation will be valuable 
to economists using Statistics of Income. 
In addition, Kahn has made a contribu- 
tion toward further work in this field by 
indicating some as-yet-unanswered ques- 
tions regarding the effects of personal 
deductions on taxpayers’ decisions and on 
the structure of taxes and government 
spending. 

Marion Hamitton GILtm™m 


Barnard College, Columbia University 


Industrialism and Industrial Man. By Clark 
Kerr, John T. Dunlop, Frederick Harbison, 
and Charles A. Myers (Cambridge: Harvard 
University Press, 1960. Pp. 331. $6.00) 


This volume is based on extensive in- 
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vestigation, over a period of years, of a 
large number of scholars exploring indus- 
trial relationships in many different parts 
of the world. A number of these special- 
ized and more descriptive studies have 
already been published and more are to 
come. This volume is an effort to develop 
a theoretical framework sufficiently broad 
and yet meaningfully coherent so that 
separate national patterns can be analyzed 
and compared. The four authors are 
among the most respected students of in- 
dustrial relations. 

“Industrial relations” is a broad and 
rather undefined field. Major theories 
focus on one or another particular seg- 
ment of the whole of industrial relations. 
Thus, one set of theories contributes to the 
understanding of human _ relationships 
among people within organizations. An- 
other set helps to explain the development 
of various kinds of labor movements under 
different circumstances. Still another is 
concerned with the collective bargaining 
process of the kind with which we are 
familiar in America. Still others center 
on the determinants of wages and of em- 
ployment levels within open market econ- 
omies. Other theories are concerned with 
the relation between the state on the one 
hand and management and labor on the 
other — theories focusing on free enter- 
prise, restricted capitalism, socialism, and 
communism. 

Each theory begins with a problem 
whose boundaries can be found within 
some larger societal context. Our authors 
seek to focus on this larger context. The 
questions that concern them involve the 
nature of the industrializing process, the 
groups who direct it, and the web of rules 
which structure the labor force and define 
the relationships among workers, mana- 
gers, and the state. Thus the subtitle of 








the book is “The Problems of Labor and 
Management in Economic Growth.” 

Starting with the assumption that all 
modern national societies are headed. in 
the same direction — toward complete in- 
dustrialization — and that the drive 
toward industrialization is the root de- 
terminant of the whole set of relationships 
that make up an industrial society, the 
framework identifies some of the funda- 
mental common elements: advancing 
levels of science and technology with the 
need for ever larger capital investments, 
increasing social and occupational mobil- 
ity, an enlarging educational system ori- 
ented toward technology and _ thus 
previding for the wider distribution of 
more and more complex skills, the growth 
in large-scale enterprise, and expanding 
urbanization. Because of this set of im- 
peratives, each nation develops a complex 
set of rules defining and controlling the 
relationships between the managers and 
the managed. 

It is this set of common characteristics 
among countries that permits meaningful 
comparisons among countries in terms of 
related characteristics. And, indeed, in 
other ways, countries vary widely. The 
authors have grouped the many variations 
into five general categories and have la- 
beled them “types” in the sense that each 
identifies a different set of essential charac- 
teristics for at least some nations at one 
or another historical time period. Each 
type is then labeled by the characteristics 
of its leadership group, the “elite,” which 
responds to these industrializing impera- 
tives and determines tie kind of industrial 
relations system that shall be established. 
These types are labeled dynastic, middle 
class, revolutionary-intellectual, colonial 
administrators, and nationalist leaders. 
But even within any single type the in- 
dustrial arrangements are the consequence 
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of the particular culture, economic en- 
vironment, and stage of history in which 
the elite is operating. 

In each of the five abstract types of 
industrializing society, one can identify 
a series of crucial decisions made by its 
elite: on the speed of industrialization, 
the ways in which needed capital is to be 
accumulated, the characteristics of the 
educational system, the degree to which 
the economy of the nation shall be self- 
sufficient, and whether there shall be a 
formal policy of population control. These 
choices then become rules controlling re- 
strictions on consumption, allocating man- 
power and providing the motivations of 
the labor force and the structure of com- 
pensations. The rules also will define the 
division of authority among the managers, 
workers organizations, and the state, the 
controls over worker protest, and the settle- 
ment of disputes. 

This brief summary, of course, cannot 
summarize the whole of the complex com- 
binations of variables which are identified. 
A central tendency of the respective types 
is suggested by noting that the dynastic 
elite prefers a relatively slow pace of in- 
dustrialism, the middle class relies on the 
market and governmental decisions to de- 
termine the pace of industrialism, the 
revolutionary-intellectuals use the single- 
party state for rapid change, the colonial’s 
pace is determined by that of the home 
country, and the new nationalists are 
caught in pressures for achievement of in- 
dustrialism beyond the capacity of their 
countries for rapid change. 

It is not surprising that in a pioneering 
effort of this kind the theoretical statement 
of the volume is far from complete. The 
interrelations among many of the variables 
within each type are only guessed at, not 
really established, although the reader 
may be misled by the sweeping character 
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of a number of the generalizations. The 
classification into five types is so abstract 
that it has limited usefulness in providing 
a basis for comparative analysis, say, 
among the United States, Sweden, and 
France — all of whom tend to be classified 
in the “middle class” category. The pre- 
diction that the two most viable types — 
the middle class and the _intellectual- 
revolutionary — will both be modified 
toward a common pattern of “pluralistic 
industrialism” suggests the possibility that 
the authors have been too greatly in- 
fluenced by their own American perspec- 
tives. 

To this reviewer, the greatest single con- 
tribution of the volume is the question 
that it poses: what are the common ele- 
ments in the march of all nations toward 
industrialism and what accounts for the 
varying sets of rules that are made to 
focus, to control, and to distribute the re- 
wards of such “progress”? The authors 
have made a second great contribution in 
the imaginative start on the identification 
and grouping of the forces conditioning 
the industrializing process. This is not a 
theory to supersede all others in industrial 
relations, nor even to require the modifica- 
tion of others, but to provide for such 
other theories the time and space refer- 
rents that make their generalizations more 
accurate because their limited reach is 
recognized. 

W. ELiison CHALMERS 


University of Illinois 


Decisions Under Uncertainty: Drilling Deci- 
sions by Oil and Gas Operators. By C. Jack- 
son Grayson, Jr. (Boston: Harvard Business 
School, Division of Research, 1960. Pp. xiv, 
402. $6.00) 


Except in certain by -now - almost - 
classical instances (such as inventory prob- 
lems), the application of the Wald-von 
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Neumann-Savage decision-theory frame- 
work to problems faced by particular 
classes of firms has not proceeded as far as 
one might have hoped. Professor Gray- 
son’s book is a beginning attempt in this 
desirable direction. It is to be hoped that 
we shall, before long, see many similar 
efforts. 

The phenomenon Grayson examines, 
with limited success, is the “singular un- 
certainty decision . . . by oil and gas oper- 
ators to drill, or not to drill, a well.” He 
argues that the activities surrounding this 
decision have national economic signifi- 
cance ($5.3 billion capital expenditure in 
1958 in the petroleum industry and over 
70 percent of this in the production end, 
pp. 5-6) and are surrounded by fierce 
uncertainty (in only one in 42 “new field 
wildcat” wells is a profitable amount of 
oil found, p. 7). 

Part I (eight chapters) is devoted, fo: 
the most part, to a description of the con- 
text in which the drilling decision is made 
—the considerations that should or do 
enter into the decision, and the variety of 
actions that can be taken — and, mixed in, 
to operators’ accounts, gained through in- 
terviews, of how they reach decisions. By 
a process that is not included in the study, 
“ventures” are presented to the firm for 
acceptance or rejection. Three aspects of 
each such venture must be considered: 
geological (chance of finding petroleum, 
size of reserves) ; economic (drilling cost, 
selling price, cost and rate of production, 
property development costs) ; and personal 
(available funds, goals of firm). Not sur- 
prisingly, the author finds great resistance 
in many of the firms he investigated to the 
use of numerical probabilities in connec- 
tion with any of these uncertain factors. 
Among the reasons for this resistance he 
finds familiar ones (numbers imply defi- 
niteness) and funny ones (“odds may 





curb the geologist’s optimism”). In line 
with his general thesis that much is to be 
gained by formalization of the mechanics 
of the entire decision process, he batters 
untiringly against this resistance and, 
moreover, argues that in a many-man 
organization where one man’s beliefs (say, 
the geologist’s) are relevant to another 
man’s decision, these beliefs are most un- 
ambiguously communicated by numbers. 
In the discussion of economic factors the 
author begins to describe the string of 
successive decisions in which the drilling 
decision is embedded: preliminary and 
varied geological investigations, of sub- 
stantial cost, may be decided upon to ob- 
tain information; more acreage may be 
leased before or after geological informa- 
tion has been obtained, or after a neigh- 
boring leaseholder has drilled; a well may 
be drilled shallow or deeply at progres- 
sively increasing cost, or the drilling may 
be postponed; and finally (?) the prop- 
erty must be developed before production 
begins. An attempt is made to relate the 
costs associated with the different alter- 
natives in these neighboring decisions to 
the drilling decision itself: various in- 
dustry costing procedures are described 
and the advantages and disadvantages of 
each are discussed. Here the reader’s 
patience may be tried by the author’s 
puzzling insistence on amalgamating a 
whole array of sequential decisions (about 
which he knows and conveys a great deal) 
into one all-embracing to-drill-or-not-to- 
drill analysis. The chapter on personal 
factors entering the drilling decision intro- 
duces the idea that different operators 
have quite different risk preferences and 
that these differences, along with limited 
funds, have given rise to a wide spectrum 
of institutionalized venture-sharing mech- 
anisms which are described in some detail 
in Chapter 8, “Trading.” In a summary 
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chapter for the descriptive Part I, we 
learn that none of the operators investi- 
gated make their decisions without some 
more or less formal calculation designed to 
measure (vaguely, to be sure) how closely 
a proposed venture meets one or more 
criteria. Common use appears to be made 
of a measure which roughly approximates 
expected minimum acceptable rate of re- 
turn on investment. Usually, certainty 
equivalents are used for every element 
entering the calculation except the prob- 
ability of a dry hole. Very often, the 
wilder the wildcat, the higher is this 
threshold set. Little agreement exists 
among firms as to even an approximately 
“correct” level. 

The normative Part II begins with 
an exposition of the bare elements of 
decision theory from an uncompromising 
Bayesian standpoint. An interesting at- 
tempt to determine operators’ utility func- 
tions by presenting them with hypothetical 
drilling ventures is reported; part of the 
interest in fact comes from the description 
of the extreme difficulties these men have 
in taking as given the given probabilities 
associated with the hypothetical ventures. 
One chapter is devoted to separate con- 
sideration of one of the pre-drilling deci- 
sions: is it worth while to invest in an 
information-seeking activity such as a 
seismic test? Except for his curious sug- 
gestion that historical data be used to form 
a single prior distribution of seismic test 
outcomes (here, if anywhere, hunch must 
override history), the author’s discussion 
is rare and good. Concluding the book is 
a description of a game, “Gusher,” which 
sums up many of the more important 
features of the whole complicated sequen- 
tial decision process in which an oil oper- 
ator is involved. The game, though dis- 
couragingly long to play, looks interesting 
and instructive. 
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The book is addressed both to business- 
men and to students of capital budgeting 
and decision theory. One hopes the repeti- 
tive sales talks which pervade the whole 
discussion will have some effect in per- 
suading the first group to formalize their 
decision procedures; the second group will 
probably find these polemics either need- 
less or unconvincing. Model builders 
should be delighted with the book, not for 
its models — not a one is to be found — 


but rather for the difficult preparatory. 


work the author has done in bringing a 
rich decision problem to the stage where 
formalization is a relatively easy next step. 
If the author heeds his own advice (For- 
malize! Be explicit!) perhaps he, him- 
self, will soon present us with this im- 
portant next step. 


C. B. McGuire 
The RAND Corporation 


The Powerful Consumer. By George Katona 
(New York: McGraw-Hill, 1960. Pp. ix, 
276. $6.50) 


Consumer surveys conducted by the Sur- 
vey Research Center of the University of 
Michigan during fifteen years provide the 
basis for this book. It is not, however, a 
comprehensive summary of the informa- 
tion obtained by survey means, but rather 
an apologia for a definitive use of con- 
cepts, measures, and conclusions that in 
many respects are as yet experimental and 
tentative. 

The area of research pertains in part to 
economics and in part to psychology, and 
so falls among those “interdisciplinary” 
efforts recently enjoying considerable 
popularity. Traditionally, psychological 
aspects of consumer actions have been 
considered outside the economist’s prov- 
ince, in contrast to factors such as income, 
demographic characteristics, or prices. 
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Professor Katona’s interest centers pri- 
marily on the effects of consumers’ atti- 
tudes and expectations on their expendi- 
tures, and thereby on changes in the level 
of total economic activity. In the back- 
ground is modern psychology’s fairly real- 
istic view of the nature of the human 
organism, instead of that oversimplified 
abstraction known as “economic man.” 
The individual is believed to respond to 
stimuli by a selecting and organizing 
process, according to his own nature and 
needs, not directly. Economic behavior is 
seen not as rational and calculating, but as 
largely habitual, with the use of problem- 
solving behavior when new developments 
occur. 

It is in connection with purchases of 
durable goods or with additions to savings 
that Katona finds consumer action is “dis- 
cretionary” and can cause “autonomous” 
changes in aggregates. He uses a series of 
indexes based on questions asked of 
samples of the population from 1948 to 
1959 to determine whether various con- 
sumer attitudes improved or deteriorated 
as compared with a previous date. He 
concludes that when attitude indexes on 
the whole improved, consumer durable 
goods sales rose, and vice versa; when the 
indexes of intentions to buy new cars 
changed, in the succeeding period car sales 
showed a change similar in direction; 
sometimes, in fact, the direction of 
changes in attitudes and purchases was 
opposite to that of income or other eco- 
nomic measures. 

The rationale of the attitude indexes is 
nowhere explained in the volume. 
Changes in the indexes are simply pre- 
sented, along with a note describing their 
computation. The presentation of vary- 
ing numbers of index items at different 
dates, the possible overlapping or incon- 
sistency between individual items, and 


their relation to other measures considered 
but rejected are questions never discussed. 
But aside from such questions, there is the 
problem of making any useful prediction 
by means of indexes which “Sometimes 

. indicate changes in demand for con- 
sumer durables” and at other times “do 
not contribute significant new informa- 
tion.” In order to predict, it would be 
essential to know in advance, not just in 
retrospect, whether index changes at a 
given time are or are not going to have 
any effect in the period ahead. 

In the course of the discussion, a con- 
siderable amount of interesting empirical 
data on consumers’ activities emerges. We 
learn, for example, that the surveys show 
the same proportion of income is spent on 
consumer durables at most income levels, 
and probably at all except the lowest. Also, 
families with children and with heads 
under 45 years of age accounted for 35 
percent of the spending units studied in 
1956, but constituted from 41 to 56 per- 
cent of the purchasers of seven items of 
consumer durables. In every year since 
1950, half of all families made expendi- 
tures of $100 or more for durable goods, 
and more than half of those whose incomes 
had gone up did so. The purchase rate for 
consumer durables was 0.87 in the twelve 
months after June, 1954, for people who 
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had expected prices to rise, and 1.09 for 
people who had expected price declines, 
suggesting that the effect of an expectation 
of price rises (not of scare-buying propor- 
tions) is to restrict demand. Among 
people who said in June, 1954, that they 
intended to buy cars in the following 
twelve months, 37 percent did not do so, 
whereas 17 percent of those who did not 
expect to buy cars did so. 

Information about the attitudes or 
characteristics of people who bought 
houses or refrigerators or automobiles, who 
carried life insurance, who owned com- 
mon stock, and who added to or reduced 
savings also appears in the volume. The 
development and interpretation of this 
material is handicapped by an argumenta- 
tive mode of expression and a tendency to 
excessive claims, often, it is true, subse- 
quently stated with more moderation. For 
the most part, the detailed survey results 
are used only to illustrate certain “notions” 
underlying the survey research or to sup- 
port tentative conclusions to which they 
point. The task of comprehensively de- 
scribing the empirical results of the surveys 
over this extended period and evaluating 
their significance on an over-all basis still 
remains to be done. 


Janet M. Hooxs 
Champaign, Illinois 
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